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CHAPTER ONE 
PROBLEM STATEMENT AND SETTING 
 
1.1 INTRODUCTION AND DEFINITIONS 
 
An entity is started with the mission of generating income. It is desired that the 
money generated will be sufficient to pay the running costs of the entity, 
turning over a profit and provide a return on the stakeholders’ investment. 
Therefore, according to Zietlow, Hankin and Seidner (2007: 547) financial 
health is critical for mission achievement.  
  
Hoag and Hoag (2006: 165) agree that one of the objectives of an entity is to 
maximise profits. Hoag and Hoag (2006: 165) further states that profit is total 
revenue minus total cost. Therefore, when an entity operates at a profit it 
consists of the ability to generate income that will be sufficient to cover the 
running costs of the entity. Furthermore, a profit will also indicate the 
efficiency of the entity’s operations as it is capable of earning income that 
exceeds the costs incurred to generate that income.  
 
Liquidity can be defined as the desire to hold assets in the form of cash (Pratt, 
Reilly & Schweihs, 1998: 447). Walsh (2008: 384) further defines liquidity as 
the ability to provide cash to meet day-to-day needs as they arise. Therefore, 
in order for an entity to become liquid, it must be able to generate enough 
money to cover short-term obligations. An entity that is unable to provide for 
short-term obligations may be illiquid and may be in an unfavourable financial 
condition (Walsh, 2008: 99). Therefore, it is very important for an entity to 
have a positive cash flow in order for it to continue its operations on a sound 
basis.  
 
The process of ratio analysis is one method of evaluating an entity. Flynn, 
Koornhof, Kleynhans, Posthumus, Meyer and Nkosi (2002: 876) define ratio 
analysis as the selection of two line items which have a meaningful 
relationship and expressing that relationship as a ratio. DeThomas and 
Derammelaere (2008: 213) further state that the result of a ratio, when 
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compared to some meaningful standard, can provide insights into some 
aspect of the entity’s financial performance. 
 
According to Correia, Flynn, Uliana and Wormald (2003: 5-1) the evaluation of 
an entity, whether by management, investors, or other interested parties, must 
include an examination of the entity’s financial data as in the financial 
statements. Therefore, the financial statements play an important role in the 
process of ratio analysis. The overall objective of financial statement analysis 
is to examine an entity’s financial position and returns in relation to risk, with a 
view to forecasting the entity’s future prospects (Correia et al, 2003: 5-5). 
Therefore, ratios are tools used to draw conclusions about the financial 
position of the entity in order to facilitate economic decision-making. 
 
In order to calculate the liquidity position of an entity, one needs to utilise an 
appropriate set of ratios, namely the liquidity ratios. According to Flynn et al 
(2002: 884), these ratios help to determine whether an entity will be able to 
meet its financial obligations in the short-term.  
 
1.1.1 Traditional Ratios 
 
The information used to calculate the traditional ratios of liquidity are obtained 
from the entity’s statement of financial position, previously known as the 
balance sheet (Benzacar, 2009: 29). The statement of financial position forms 
part of the financial statements of the entity and reflects its assets, liabilities 
and equity.  
 
The following two traditional ratios are commonly used to measure liquidity: 
· Current ratio  
· Quick ratio  
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The above group of ratios is a measure of liquidity reflected by the working 
capital, which is the difference between current assets and current liabilities 
(Flynn et al, 2002: 884).   
 
According to International Financial Reporting Standard IFRS 5 (2007: 591), 
an entity shall classify an asset as current when: 
· it expects to realise the asset, or intends to sell or consume it, in its 
normal operating cycle; 
· it holds the asset primarily for the purpose of trading; 
· it expects to realise the asset within twelve months after the reporting 
period; or 
· the asset is cash or a cash equivalent (as defined in IAS 7) unless the 
asset is restricted from being exchanged or used to settle a liability for 
at least twelve months after the reporting period. 
 
International Accounting Standard IAS 1 (2007: 811) defines a liability as 
current when: 
· it expects to settle the liability in its normal operating cycle; 
· it holds the liability primarily for the purpose of trading; 
· the liability is due to be settled within twelve months after the reporting 
period; or 
· the entity does not have an unconditional right to defer settlement of 
the liability for at least twelve months after the reporting period. 
 
When calculating the traditional liquidity ratios an answer greater than one will 
be desirable. This is an indication that the entity’s current assets are greater 
than its current liabilities. A number or figure greater than one is also a further 
indication that if the non-cash current assets were to be converted into cash, it 
would be sufficient to cover the entity’s current liabilities or its short-term 
debts. 
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The current and quick ratios are commonly used to calculate liquidity (Argenti, 
2002: 156). Therefore, the current and quick ratios have been selected for this 
study and can be calculated as follows: 
 
Current ratio 
· Current Assets / Current Liabilities 
 
Quick ratio 
· (Current Assets – Inventory) / Current Liabilities 
 
Unlike the current ratio, the quick ratio does not rely on inventory to satisfy the 
current liabilities. 
 
1.1.2 Cash Flow Ratios 
 
According to Correia et al (2003: 5-5) the statement of cash flows, which 
forms part of an entity’s financial statements, is designed to show the cash 
generated from or utilised in three major areas, operating activities, investing 
activities and financing activities. Cash flow ratios are also used to examine 
the adequacy of an entity’s cash flows and the quality of its earnings (Friedlob 
& Welton, 2001: 161). 
 
Furthermore the statement of cash flows records the changes in other 
financial statements and nets out the bookkeeping artifice, focusing on what 
shareholders really care about: cash available for operations and investments 
(Mills & Yamamura, 1998: 53). Therefore, cash flow ratios were developed by 
using information from the statement of cash flows. 
 
The current and quick ratios utilise the current assets of the entity to satisfy or 
cover the current liabilities. According to Peterson and Fabozzi (1999: 75) a 
coverage ratio is a measure of an entity’s ability to meet financial obligations. 
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The following ratios, originating from the statement of cash flows, may 
therefore be used to measure liquidity or the ability to cover short-term 
financial obligations: 
· Cash current liabilities coverage ratio 
· Cash debt coverage ratio 
 
The cash current liabilities coverage ratio shows the extent to which net cash 
generated from operations, after paying off the servicing of loans and tax, is 
available to pay off outstanding short-term liabilities (Pendlebury & Groves, 
2004: 153). The ratio is calculated as follows: 
 
· (Net cash generated from operations / Current liabilities) x 100%                                                                                                                             
 
Ibarra (2009: 94) and Pendlebury and Groves (2004: 152) further state that 
the cash debt coverage ratio can indicate how much of the average total 
liabilities can be repaid out of the retained cash flow from operations after 
dividends have been paid. The ratio is calculated as follows: 
 
· ((Cash generated from operations – dividends) / Average total 
liabilities) x 100% 
 
The cash current liabilities coverage ratio considers the average total current 
liabilities section of the entity as opposed to only considering the current 
portion of long-term borrowings, which forms part of current liabilities as 
illustrated by the cash debt coverage ratio. The utilisation of current liabilities 
considers a great amount of debt and risk involved with outstanding financial 
obligations (Pendlebury & Groves, 2004: 153).  
 
Therefore, cash current liabilities coverage ratio and cash debt coverage ratio 
have been chosen for this study. These ratios use operating cash flow to 
determine the settlement of short-term obligations as opposed to current 
assets that are used by the current and quick ratios. 
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When a company’s financial data show a positive liquidity position, it is an 
indication that it may be capable to satisfy short-term obligations. According to 
Hales (2005: 103) cash is the most liquid asset of all. It is available for 
immediate use. A favourable liquidity position further indicates that the entity 
has cash resources available if it were to experience unfavourable economic 
circumstances. 
 
1.2 RESEARCH PROBLEM  
  
Pendlebury and Groves (2004: 150), and Mills and Yamamura (1998: 53) 
agree that a disadvantage of both the current and the quick ratios is that they 
measure liquidity at a single point in time rather than over a period of time. 
Pendlebury and Groves (2004: 150) further note that a ratio that merely 
reflects the liquidity at the statement of financial position date fails to capture 
the extremely important relationship between cash inflows and outflows. 
Therefore, liquidity measurements with only traditional ratios may not give a 
true reflection of the entity’s liquidity position due to a lack of cash flow 
information utilised.        
 
The value of cash flow ratios was evident in the collapse of W.T. Grant (Mills 
and Yamamura, 1998: 53). W.T. Grant, an American based department store 
chain, went bankrupt in 1975. According to Platt (1999: 34) W.T. Grant 
developed a reputation for providing easy credit to attract consumers away 
from more established firms. While the availability of lenient credit terms and 
more retail locations caused sales to grow, some of the credit sales were 
uncollectible (Platt, 1999: 35). The trade receivables could therefore not be 
turned into cash. Although the entity operated at a profit, it did not have the 
necessary cash to pay its short-term obligations. 
 
Porwall (2001: 356) states that W.T. Grant’s bankruptcy in 1975 was 
preceded by positive net income from 1966-1974, but negative cash flow from 
1971-1974. Traditional ratio analysis performed during the annual audit did 
not reveal the severe liquidity problems that resulted in a bankruptcy filing 
shortly thereafter (Mills & Yamamura, 1998: 53). A study of cash flows from 
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operations, however, revealed that the entity’s operations were causing an 
increasing drain on cash, rather than providing cash (Crabbe & Fabozzi, 
2002: 190).  
 
Therefore, while W.T. Grant showed positive current ratios as well as positive 
earnings, in fact it had severely negative cash flows that rendered it unable to 
meet current debt and other commitments to creditors (Mills & Yamamura, 
1998, 53). Further the entity did not have the physical cash available to cover 
its current liabilities. 
 
The traditional ratios failed to detect the entity’s weak cash conversion cycle 
that lead to W.T Grant’s ultimate demise. Therefore, current and quick ratios 
are not sufficient measures of an entity’s liquidity position.  
 
1.3 SUB PROBLEMS  
  
Firstly, a disadvantage of using the current ratio is that it does not distinguish 
between different types of current assets, some of which are more liquid than 
others (Walsh, 2008: 118). The current ratio utilises all of the current assets 
with the aim of covering the entity’s short-term liabilities, therefore depending 
on assets that may be illiquid and not cash convertible. 
 
Secondly, according to Georgiades (2009: 396) the most commonly used 
liquidity ratios in practice are still the current and quick ratios. Therefore, not 
enough information about alternative measurements of liquidity have been 
studied and made available for use. 
 
1.4 RESEARCH DESIGN AND METHODOLOGY 
 
In order to meet the objectives of this dissertation qualitative and quantitative 
methods of research were chosen. 
 
In the first place, secondary data were obtained from the analysis of financial 
textbooks, dissertations, articles published in accounting and financial 
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journals, and the internet. The data pertained to ratio analysis, liquidity and 
the different classed ratios with which liquidity can be measured.  
 
Secondly, in order to illustrate the existing differences between the traditional 
ratios and cash flow ratios, a quantitative study will be conducted on South 
African companies in the manufacturing and pharmaceutical industries. 
Firstly, the manufacturing industry was selected due to the researcher’s 
studies in the field of cost and management accounting and its applicability to 
manufacturing entities. In order for the test results not to remain industry 
specific, a second industry was selected in order to indicate the liquidity 
indication abilities of the ratios over various industries. The random sample 
companies selected were not trading any longer due to bankruptcy and this 
will assist in illustrating the effectiveness of the ratios’ liquidity measurements 
of these failed companies. The results of this analysis will be discussed in 
chapter four with recommendations and conclusions to follow in chapter five.  
 
1.5 DELIMITATION OF RESEARCH 
 
The study limited itself to privately owned South African companies. The 
sample of companies chosen operated within the construction manufacturing 
and pharmaceutical retail industries of the market. The construction 
manufacturing and pharmaceutical retail industries are represented by 
companies that comprise of sufficient assets, liabilities and cash resources 
that will be used in the calculations of the ratios. The annual financial 
statement information of the bankrupt companies will be obtained from a 
Chartered Accountants’ Firm in the Nelson Mandela Metropole in order to 
complete this study.  
 
1.6 RESEARCH OBJECTIVES 
 
The first objective of the study is to determine the differences that exist 
between the two classes of ratios used to measure liquidity of a business 
entity. A comparison will then be made between these liquidity ratios. 
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The second objective is to illustrate that cash flow ratios are a better indication 
of liquidity of an entity than the traditional ratios. The traditional and cash flow 
ratios will illustrate the position of liquidity with information utilised from the 
various bankrupt companies’ financial statements, including the statement of 
financial position and statement of cash flows. Four years’ financial statement 
data will be used to illustrate the deteriorating liquidity positions of the 
companies. 
 
1.7 IMPORTANCE OF THE STUDY 
  
When the liquidity of a company is measured using traditional ratios, it is 
calculated with amounts from the statement of financial position. If the liquidity 
is measured with cash flow ratios, it utilises amounts solely from the 
statement of cash flows or from the statement of cash flows and the statement 
of financial position.  
 
For a liquidity analysis, cash flow information is more reliable than information 
from the statement of financial position or statement of comprehensive 
income (Alexander, Britton & Jorissen, 2007: 872; Mills & Yamamura, 1998: 
53). Yet, the most common ratios used to measure liquidity are the current 
and quick ratios, which are derived from the statement of financial position 
(Argenti, 2002: 156; Correia et al, 2003: 5-12; Georgiades, 2009: 396; Hales, 
2005: 163; Pratt et al, 1998: 144).  
  
According to Steyn and Hamman (2003: 182) the statement of cash flows can 
be a very useful tool in the analysis of entities and in identifying entities that 
may fail. 
  
After evaluating the entities by means of traditional and cash flow ratios the 
results will indicate which set of ratios is a better indication of liquidity. This 
study will also shed light on usefulness of cash flow ratios and their 
contribution to liquidity measurement.   
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1.8 STRUCTURE OF THE STUDY 
 
Chapter one introduces the financial ratios with which liquidity will be 
measured and several important definitions. It will also present the research 
problem and sub-problems that arises. Also included are the objectives of the 
research, research design and methodology, importance of the study and 
finally the delimitation of the study. 
 
In chapter two a study will be made of liquidity, liquidity management and 
measurements of liquidity. 
 
Chapter three will discuss the usefulness of ratio analysis. The focus of this 
chapter will be on cash flow and traditional ratios. It will take an in-depth look 
at the current ratio, quick ratio, cash current liabilities coverage ratio and cash 
debt coverage ratio. Information pertaining to the limitations of these ratios will 
also be presented.  
 
In chapter four privately owned companies will be analysed by means of the 
liquidity ratios. The traditional and cash flow ratios will then be calculated from 
the financial statements of the companies. It will also present a comparison 
between the results that were calculated. 
 
In chapter five, the research findings will be interpreted, conclusions will be 
drawn and recommendations will be made. Suggestions for future research 
will also be presented. 
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CHAPTER TWO 
AN OVERVIEW OF LIQUIDITY MANAGEMENT 
 
2.1 INTRODUCTION 
 
In chapter two an overview will be made of liquidity, the management of 
liquidity, as well as the importance and objectives thereof. Two entities that 
had failed due to cash flow difficulties will also be evaluated. Furthermore an 
analysis will be made of liquidity measures for a liquidity analysis. 
 
Norman (2004: 65) states that ‘cash is king’ and an entity needs to have cash 
flow to operate, therefore, the liquidity position of an entity plays an important 
role in the sustainability of that entity. No entity will be able to operate without 
a positive cash flow. Liquidity is an indication of the usefulness of the entity’s 
assets in generating cash and the ability to maintain a healthy cash flow 
position (Morawski, 2008: 28). 
 
In order for an entity to control liquidity it needs to manage and evaluate its 
liquidity position. The liquidity position is the cash value of current assets 
opposed to the cash current liabilities of the entity (Adams, Litan & 
Pomerleano, 2000: 407). A sound liquidity position is characterised by the 
cash value of debtors, cash and bank balances and inventory exceeding the 
current cash liabilities of creditors, short-term borrowings and short-term 
provisions. Therefore, the entity needs to maintain a good liquidity position 
and can achieve this through liquidity management. Gangadher (2003: 11) 
defines liquidity management as a detailed plan on how to acquire and utilise 
the cash generated by the entity. The entity should therefore make liquidity 
management a key process in the day to day running of the entity and aim to 
achieve and practice liquidity management objectives.  
 
According to Zietlow, Hankin and Seidner (2007: 30) the absence of liquidity 
management would have adverse effects on the financial success and future 
of an entity. The mismanagement or disregard of an entity’s cash flow 
14 
 
situation would render it incapable to trade, therefore making financial failure 
a probability, rather than a possibility (Sutherland & Canwell, 2008: 128).  
 
In order to avoid unfavourable liquidity situations, an entity can utilise liquidity 
measures to analyse the liquidity position.  
 
Sankar (2003: 31) has identified two types of liquidity measures, namely 
operational and technical, that may be used for an analysis of an entity’s 
liquidity position. These measures will be discussed in detail later in the 
chapter.   
 
2.2 LIQUIDITY 
  
The liquidity of an entity is determined by the cash value of its current assets 
and current liabilities. Current assets are regarded as more liquid than non-
current assets, as these assets have a faster cash realisation period. Current 
assets consist of debtors, inventory and cash and cash equivalents which are 
liquid assets. Bank and cash balances are ranked as the most liquid assets 
due to their immediate availability and liquid nature (Lasher, 2008: 31). 
 
Coyle and Graham (2000: 2) describe cash as the lifeblood of an entity in a 
modern economy, circulating between buyers and sellers in exchange for the 
supply of goods and services. Cash inflows enter the entity as receipts from 
customers and flow out for investment purposes, the settlement of debt and 
payment of operations. The inflow and outflow of cash are known as 
completing the cash flow cycle. Chorafas (2002: 163) agrees that cash flow 
from assets and operations defines an entity’s liquidity as well as its ability to 
service its short-term debts. Short-term debt, which is known as current 
liabilities will usually be settled within one year, whereas long-term debt, non-
current liabilities, will require several years of payment before it is redeemed.  
 
According to Mott (2008: 105) one of the reasons for the failure of an entity 
can be attributed to a shortage of cash. An entity is referred to as being illiquid 
if it has a shortage of cash. The lack of cash in any entity may lead to an 
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inability to settle immediate short-term debt, purchase of inventories and as a 
result causes the entity to cease trading.  
 
The cash flow cycle should be monitored to maintain control over the amount 
of cash flowing in and out of the entity. Therefore, managing and maintaining 
a healthy cash flow cycle should be a priority for any entity and will become 
an indicator of a successful entity.  
 
The availability of the cash is an indication of how well the entity manages its 
cash flow. The main objective of an entity is not only its access to available 
funds or to be liquid, but also to ensure that its liquidity (or cash flow) is 
actively managed (Moir, 1997: 1).  
 
2.3 LIQUIDITY MANAGEMENT 
 
Zietlow et al (2008: 30) define liquidity management as “the allocation of liquid 
resources over time to meet resource needs for payments of obligations due 
and for various investments that management undertakes to maximise 
shareholder wealth”. Liquidity management is practiced by managing the cash 
resources of the entity in the form of short-term investments and the 
availability of excess cash (Horcher, 2005: 45). Liquidity is managed by 
investing excess funds in cash and securities which reduces the entity’s risk 
of illiquidity (Toby, 2005: 41). Toby (2005: 42) further explains that liquidity is 
management through the following processes: 
· understanding of an entity’s current and expected future cash position; 
· the ability to estimate and finance the entity’s cash needs; 
· the availability of financing sources during cash shortages; and 
· the adequate utilisation of excess cash. 
 
Practising liquidity management requires an understanding of its objectives. 
Moir (1999: 2; 46; 147) has identified the following objectives of liquidity 
management: 
· maintaining liquidity to achieve the entity’s business objectives; 
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· ensuring access to liquidity; 
· managing liquidity risk; and 
· effective working capital management.   
 
Van Greuning (2009: 301) further agrees that the objective of liquidity 
management is ensuring that financial obligations are satisfied through the 
“availability of sufficient cash flows”. 
 
2.3.1 Importance of liquidity management 
 
An entity needs to manage cash effectively to maintain a steady cash flow 
and liquidity. The management of liquidity should therefore be an integral part 
of the overall management of an entity in order to have a healthy cash flow 
position. Crawford, Davis and Sihler (2004: 73) agree that it is insufficient 
cash flows and not profits that force an entity into bankruptcy. 
 
Matz and Neu (2007: 100) list the importance of liquidity management as 
follow: 
Liquidity management will reduce liquidity risk to acceptable levels and 
maintain the ability for early identification of problems. Liquidity risk is the risk 
that the entity will not have sufficient cash at a future date in time to avoid a 
cash shortage (Matz & Neu, 2007: 4). Abdullah and Baker (2000: 172) further 
identifies the servicing of debt and demanding operating cost payments as 
liquidity problems which should be monitored by the management of liquidity. 
Therefore, liquidity management will allow the entity to operate more 
efficiently with its cash, as the exposure to liquidity risk will be minimised and 
the identification of liquidity problems will be easily executed. 
 
Secondly, liquidity management is important for the active management of 
income and expenditure, in order to maintain a reserve of cash to meet 
unanticipated economic conditions (Rattiner, 2005: 96). Unanticipated 
economic decisions are effected as a result of unforeseen changes in the 
entity and its environment. The decisions arise due to the introduction of new 
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products, expansions and contractions in the demand of goods, technological 
discoveries altering production costs and an economic recession (Gwartney, 
Stroup, Sobel and MacPherson, 2009: 214). Therefore, management over 
income and expenditure should be adequate to address cash needs that 
could arise out of unforeseen conditions and subsequent decisions. Matz and 
Neu (2007: 100) and Nunes (2003: 26) agree that liquidity management would 
enhance liquidity as soon as unanticipated conditions are observed and would 
provide security against its unfavourable effects. Unfavourable effects would 
range from the unplanned replacement of machinery with new technologically 
advanced equipment to slowing product demand due to the result of a 
recession.  
 
Thirdly, liquidity management will allow cash to be ploughed back into the 
profitable operations, whether it is the production goods or the rendering of 
services of the entity (Nunes, 2003: 25). Cash invested in operations should 
be managed appropriately to generate not only income, but actual cash. This 
will provide the entity with sufficient working capital to maintain a positive cash 
flow cycle. 
 
Fourthly, liquidity management plays an important role in the investment of 
cash from operations. Future funding needs, such as the replacement of 
assets, repayments of debt and cost of sales must also be identified. The 
funding sources, such as cash and bank balances and short- and long-term 
financing need to be evaluated in order to meet these expected funding 
needs. Proper liquidity management would assist in the systematic creation 
and maintenance of a surplus of cash for capital investment (Rattiner, 2005: 
96). The surplus of cash for capital investment arises from investing activities 
such as the acquisition and sale of property, plant and equipment, advances 
from loans made to other parties excluding financial institutions and the 
receipts and payments of futures and forward contracts (IAS7, 2007: 899). 
This will allow the entity to invest its spare cash in order to build up its 
investment portfolio and have emergency funds available during economic 
declines. Unanticipated liquidity needs can be characterised by its high 
probability, and low severity of events or low probability, but high severity of 
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events. A high probability and low severity event is a situation where a 
liquidity need or shortage is likely to occur, but will not have a major impact on 
the liquidity position of the entity (Matz & Neu, 2007: 101). It can occur due to 
an increase in finance charges, therefore increasing the debt repayments of 
the entity. An economic recession will be a low probability, high severity event 
as a decline in the demand of an entity’s products or services will severely 
affect the entity’s income generating activities. A low probability and high 
severity event is not likely to occur, but it would have a significant impact on 
the liquidity position of the entity if it were to take place, thus establishing the 
need to manage liquidity effectively and efficiently to address these situations 
(Matz & Neu, 2007: 101). 
 
Nikolai, Bazley and Jones (2009: 318) state that liquidity management is 
important is for its communication value. Successful liquidity management 
would communicate how well the managers of an entity have fulfilled their 
responsibilities to the stockholders in the use of the entity’s cash generating 
assets. This would communicate to the stockholders of the entity how well its 
cash resources have been managed, indicating the entity’s liquidity position, 
cash flow status and areas of liquidity management requiring improvement. 
 
Moir (1997: 2) has identified the following areas that require management and 
control in order to achieve the objectives of liquidity management: 
· cash flow and cash flow forecasting; 
· investments and borrowings of up to 1 year; and 
· availability of borrowing facilities. 
 
2.3.2 Cash flow and cash flow forecasting 
 
International Accounting Standard IAS 7 (2007: 896) describes the cash flow 
of an entity as follows: 
Information about the cash flows of an entity is useful in providing 
users of financial statements with a basis to assess the ability of the 
entity to generate cash and cash equivalents and the needs of the 
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entity to utilise those cash flows. A statement of cash flows... provides 
information that enables users to evaluate the changes in net assets of 
an entity, its ability to affect the amounts and timing of cash flows in 
order to adapt to changing circumstances and opportunities, and its 
financial structure, including solvency and liquidity. 
 
The information presented by the statement of cash flows may be used to 
assess the ability of the entity to generate cash, help develop models to 
assess and compare the present value of future cash flows of different entities 
(IAS 7, 2007: 896). Therefore, the statement of cash flows’ information is an 
indication of an entity’s liquidity position and can therefore be used to forecast 
its ability to make debt payments in the future.  
 
Benjamin and Margulis (2001: 190) define cash flow forecasting as a 
summary of the expected inflows and outflows of cash and “incorporates the 
sources of cash in any given time frame to determine the cash outlay and the 
net cash available”. Therefore, cash flow forecasts are based on cash 
received and paid over a certain timeframe with the difference in the inflow 
and outflow of cash resulting in a cash profit or loss for that period (Graham & 
Boyle, 2002: 28). The cash flow of an entity can be evaluated and better 
understood by performing cash flow forecasts. Alleeson (2009: 35) suggests 
that it is the entity’s ignorance about cash crises that leads to its failure and 
therefore recommends cash flow forecasting to help plan for unforeseen 
economic conditions. Fishel (2008: 137) agrees that it is ideal to do business 
in cash, therefore avoiding the repayment of debt. It may prevent an entity to 
default on short-term obligations due to a lack of cash shortage and the 
inability to obtain financing. Cash flow forecasting will provide an outlay of the 
expected inflow and outflow of cash that will act as a guideline for future 
spending. This will indicate the allowable amount of cash that can be utilised 
for expenses in order to ensure that the inflow of cash is more than the 
outflow. This will also assist with maintaining positive cash flow for an entity 
and is a useful tool to protect an entity from insolvency. 
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Forecasting cash flows may be used to improve the investor and owner’s 
confidence in an entity (Baross, Browne, Davies, Dransfield and Needham, 
2000: 296). It will allow them to evaluate financial performance and compare 
cash flow forecasting with expected results and budgets. According to 
Dropkin, Halpin and Touche (2007: 118) cash flow forecasts reflects physical 
cash received and expensed as opposed to budgets reflecting income earned 
and expenses incurred, irrespective of whether the income and expenses 
were actually received and paid or not.  
 
The statement of cash flows and regular cash flow forecasts will provide an 
indication of the liquidity position of the entity. If the statement of cash flows 
and cash flow forecast present positive figures, then the liquidity position of 
the entity is favourable, as there is cash available. The availability of cash 
provides reassurance against unforeseen economic circumstances and is an 
indication that the entity’s liquidity is being managed effectively.   
  
2.3.3 Investments 
 
In order for an entity to stay liquid, it must have positive cash flow from 
operations. According to Smallridge (2009: 27) an entity should have credit 
facilities available in case of a crisis, but if the cash flow of the entity is 
managed properly, the utilisation of credit will not be necessary. Cash 
investment is thus a method of ensuring that there is available cash. Cash 
may be invested for various reasons, such as the return on investment, the 
availability of emergency cash due to unforeseen economic circumstances 
and the increase in the entity’s profit generating assets.  
 
Two types of investments can be utilised to maintain and contribute to the 
liquidity management of an entity, namely short-term and long-term 
investments. Epstein, Nach and Bragg (2009: 276) define long- and short-
term investments as follows: 
· Long-term investments are intended to be held for an extensive period 
of time exceeding at least one operating cycle. 
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· Short-term investments are securities or assets acquired with excess 
cash, being readily marketable and intended by management to be 
liquidated within one operating cycle if need be.  
 
Dlabay, Hughes and Kapoor (2004: 428) agree that investments range from 
near-cash investments to long-term investments that are difficult to liquidate. 
Long-term investments only become liquid once they reach their maturity date 
and can therefore not be utilised for immediate liquidity needs, unlike liquid or 
short-term investments. Epstein, Nach and Bragg (2007: 46) further define 
liquid investments as investments readily convertible into cash close to 
maturity, which may mature within three months from the date of purchase by 
the entity.  
 
There are several methods of cash investment available to an entity which will 
include: 
· savings and cheque accounts; 
· money market accounts; and 
· securities. 
  
Savings and cheque accounts are the most liquid form of investments, as they 
are readily convertible into cash (Dlabay et al. 2004: 428). Cash is deposited 
at financial institutions for an unknown period of time and will increase in 
value due to the rate of interest applicable to the account. 
 
The money market account is another investment on which interest may be 
earned. The money market, according to Stroman, Wilson and Wauson 
(2004: 499), earns interest at a market rate and is ideal for short-term 
investment readily convertible into cash.  
 
Trading in shares is another liquid investment option for an entity. Securities 
that are actively traded among other investors in a secondary market, 
following their original date of issue, normally enjoy high liquidity, especially 
shares of listed securities (Downes & Goodman, 2005: 4). On the securities 
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exchange shares may be sold at a moment’s notice, taking into consideration 
the desired selling price per share and the cost of trading. 
 
These short-term investment opportunities are suitable for cash investments. 
The cash may be available on short notice and the investment is an asset for 
the investor and has the ability to increase in value over a period of time. 
  
If an entity has the ability to generate sufficient amounts of cash and maintain 
a good cash flow cycle, it is beneficial to invest a portion of the cash that it 
generates. This will allow the entity to build up an investment portfolio, earn a 
return on their money and assist in meeting future liquidity needs. The cash 
investment will also assist the entity in its ability to deal with unfavourable 
economic circumstances if they were to arise. An injection of cash from an 
investment, during times when liquidity needs are severe, will allow the entity 
to be operational and maintain liquidity.  
 
2.3.4 Availability of borrowing facilities 
 
The borrowings of an entity are included in the entity’s current and non-
current liabilities which are respectively defined by Epstein and Jermakowicz 
(2010: 632) as follows: 
“A current liability (a) is expected to be settled in the normal operating 
cycle (b) is held primarily for the purpose of trading (c) is due to be 
settled in twelve months after the reporting period or (d) the entity does 
not have an unconditional right to defer its settlement for at least twelve 
months after the reporting period.” 
“A non-current liability is a probable future sacrifice of economic 
benefits arising from present obligations that are not currently payable 
within twelve months after the reporting period or one operating cycle 
of the business, whichever is longer.” 
 
Borrowings can be used as a temporary source of liquidity if the entity is able 
to forecast, with reasonable certainty that it will have either the cash flow to 
repay the debt in full when it is due, or that it will be able to renew, or replace 
23 
 
the maturing debt (Matz & Neu, 2007: 105). Mott (2008: 52) states that 
borrowing money is attractive to an entity if it thinks it can earn a greater 
return on the money used in its operations than the costs to service the 
interest payments.  
When borrowings are used as a source of liquidity, the entity has to consider 
short-term borrowings and long-term borrowings (Mott, 2008: 52). The short-
term borrowings are payables/creditors that need to be settled within a year 
from the date of commencement and include bank overdrafts, trade creditors 
and taxes. Entities engage in short-term borrowings to cover shortages when 
cash inflows fail to cover expenses. Groppelli and Nikbacht (2006: 377) and 
Toby (2005: 42) identify the following short-term and long-term borrowing 
goals: 
· Temporarily borrowings in the anticipation of cash inflow at a future 
date which will allow the entity to repay the debt;  
· Short-term borrowings provide the entity with a flexible means of 
financing its fluctuating needs for assets. 
· Long-term borrowings are payables that fall due after one year and 
include borrowed capital, bonds, and instalment sales and certain 
provisions. An entity may obtain a long-term borrowing when its 
financial needs extend over several years (Siciliano, 2003: 46). Long-
term borrowings will enable an entity to borrow money with a payment 
period that also extends over a great period of years.  
 
Groppelli and Nikbacht (2006: 377) and Siciliano (2003: 46) define long-term 
borrowing goals as increasing cash flow by improving the asset structure, for 
example: increasing productive assets, to generate revenue for the repayment 
of loans and the availability of excess funds during unfavourable economic 
conditions.  
 
Short- and long-term borrowings are further characterised by the security, if 
any, that the lender has over the borrowings. Therefore, borrowings can either 
be secured or unsecured. Epstein et al (2009: 742) identify secured 
borrowings as having collateral to satisfy the obligation if it is not paid.  The 
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loan obtained is therefore secured by assets of the entity that will be 
transferred to the lender if the entity defaults loan repayments. This will 
enable the lender to have some form of control over the borrowings given to 
the entity. Unsecured borrowings are not secured by an entity and are usually 
common with short-term borrowings.   
 
An entity should be cautious when using borrowed money, especially if that 
entity does not usually rely upon utilising a high debt structure as part of its 
operations. When an entity is unable to determine its ability to satisfy 
borrowings and makes use of loans, it borrows money, which it does not 
have. The entity must also repay this borrowed money at a future date with 
interest, therefore repaying an amount that is bigger than what was initially 
borrowed. If the ability to repay, renew or replace the maturing debt does not 
seem assured, then this type of liquidity source becomes unreliable. The 
existence of long-term debt in an entity’s capital structure increases the risk of 
failure to make the required payments when due (Frances, Schipper, Stickney 
& Weil, 2009: 461). The loss of future cash flow and inability to settle debts 
may result into discontinuing of operations, legal action taken against the 
entity for unsettled borrowings and ultimately liquidation.  
 
Matz and Neu (2007: 105) have identified the following areas of consideration 
in the liquid management of borrowings: 
· A borrowing is a source of liquidity for an entity, but can also develop 
into a liquidity risk during unexpected economic conditions if not 
efficiently managed. 
· Borrowings should be used to meet actual or proposed liquidity 
requirements when it is utilised under liquidity management’s controls 
and limitations. 
· Management should consider the additional liquidity provided through 
lengthening liability maturities irrespective of the high cost of long-term 
borrowings. 
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Liquidity management is therefore required to contribute to the success and 
sustainability of the entity. The lack of proper liquidity management would 
therefore have a negative effect on the financial functions of the entity and 
might lead to financial mismanagement and the possible failure of the entity.   
 
2.4 LIQUIDITY MANAGEMENT FAILURES 
 
Positive cash flow is a crucial element of liquidity management to ensure the 
entity’s financial survival. Therefore, the lack of regular cash flow and proper 
liquidity management can have a serious impact on the success and growth 
of an entity. If liquidity is not properly managed the failure of any entity would 
be inevitable. This study uses the following cases to illustrate how important 
liquidity management is and the consequences of a lack in liquidity 
management. 
 
2.4.1 Laker Airways 
 
Laker Airways was established in 1966 by Sir Freddie Laker, a British 
businessman and entrepreneur.  The main objective of the airline was to 
provide a basic transportation service and become a low-cost carrier. 
 
This objective was achieved by utilising aircraft which had high seating 
capacity, in conjunction with low overhead costs to ultimately provide a fare at 
a lower price compared to competitors (Doganis, 1991: 65). This marketing 
strategy had a successful impact on the airline which became the first low-
cost international carrier on the London and New York transatlantic route in 
1977, with expansion plans in the near future. 
 
Laker Airways had a fair amount of debt which it could not settle as a result of 
increased unproductive assets, therefore making the airline a highly geared 
entity due to the amount of debt in its capital structure (Grint, 2001: 44). 
Although it had the means to handle its proposed expansions, the capacity of 
travellers required to carry out these plans never materialised, resulting in the 
failure to repay debt due to insufficient cash flow.  
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Thus, Bolton and Thompson (2004: 236) agree that the major causes of Laker 
Airways’ bankruptcy were due to high loan and interest payments and the lack 
of adequate cash flows. 
   
2.4.2 Campeau Corporation (U.S.) Incorporated 
 
Campeau Corporation (U.S.) Incorporated (CCI) was established by Robert 
Campeau as a subsidiary of the Canadian based Campeau Corporation, of 
which he was the founder and Chief Executive Officer. Campeau 
Corporation’s main business was commercial real estate and therefore 
ventured into the United States’ (US) markets to expand its commercial real 
estate interests and to diversify operations by venturing into the 
merchandising sector (United States General Accounting Office [USGAO], 
1991: 74). 
 
Since CCI’s birth in 1986 in the United States’ market, it quickly grew to 
become a major player in the merchandising sector through its acquisition of 
Federated Stores and Allied Stores. Both these entities comprised of well 
established department stores such as Bloomingdales, Abraham and Strauss 
and Jordan March (Newton, 1990: 271). In January 1990 CCI filed for 
bankruptcy with debt totalling US$7.5 billion. 
 
CCI’s bankruptcy can be attributed to the amount of debt the entity accrued, 
resulting in the entity being illiquid (Newton, 1990: 271).  This debt arose from 
the takeovers of Federated Department Stores and Allied Stores as these 
purchases were financed through multiple bank loans (USGAO, 1991: 77).  
   
USGAO (1991: 102) further agree that the cash flow position of the entity was 
unfavourable due to the amount of finance charges raised on the borrowed 
loans. Therefore, the entity did not have enough liquid cash to service the 
interest on the loans, because the interest liability was more than the cash 
generated. CCI’s bankruptcy was forecasted by its deteriorating cash flow, the 
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inability to settle debt and its unfavourable liquidity position (USGAO, 1991: 
97).  
 
Thus, cash flow and debt which are not effectively managed can lead to the 
bankruptcy of an entity, irrespective of the nature and extent of its business 
activities. Failure to manage these areas of finance will negatively affect the 
overall liquidity of the entity. Without sufficient cash flow, debts could not be 
paid and a high debt structure will render the entity illiquid. In order for the 
entity to maintain control over its liquidity position, it should use liquidity 
measures to monitor the financial situation of the entity and assist in making 
future financial decisions.   
 
2.5 LIQUIDITY MEASURES 
  
In order to determine the liquidity of an entity and actively contribute to the 
liquidity management process, it must be measured to maintain and evaluate 
the liquidity position of an entity. Barrow, Burke and Molian (2005: 120) agree 
that liquidity measurement indicates the ability of the entity to meet its current 
financial obligations as they fall due using appropriate financial indicators. 
Liquidity measures can be categorised into operational and technical liquidity 
measures. 
 
2.5.1 Operational liquidity measures 
 
Operational liquidity measures express the cash flow of the entity as a 
percentage of the current liabilities (Sankar, 2003: 34). The cash flow figures 
originate from the statement of cash flows and this will determine whether the 
entity has the physical cash available to satisfy current financial obligations 
when they fall due. IAS7 (2007: 896) and Marshall, McManus and Viele 
(2004: 74) further agree that the statement of cash flows is useful in 
assessing the reasons for an entity’s liquidity as it identifies the reasons for a 
change in its cash flow for a period of time. 
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The liquidity position of an entity can be measured by the statement of cash 
flows’ operating activities. The cash flow from operations indicates whether 
the entity has generated sufficient cash to keep the entity operational, service 
loans, pay dividends and acquire investments without utilising external 
sources of financing (IAS7, 2007: 898). A positive cash flow from operations 
figure can be seen as favourable in liquidity measurement.   
 
Another method of illustrating operational liquidity measurement is by way of 
ratios. Cash flow ratios such as the ‘cash current liabilities coverage ratio’ and 
‘cash debt coverage ratio’ can be used to measure liquidity as identified by 
Pendlebury and Groves (2004: 153) in chapter one. These ratios make use of 
figures from both the statements of cash flows and financial position and 
express the percentage of current liabilities that could be satisfied using 
available cash.  
 
2.5.2 Technical liquidity measures  
 
Technical liquidity measures are based on the statement of financial position 
figures and are expressed in the form of ratios. The current ratio, quick ratio 
and absolute liquidity ratio could be used as a technical liquidity measurement 
tool (Sankar, 2003: 32). These ratios express the current assets of the entity 
as an amount to the entity’s current liabilities. If the amount of current assets 
expressed is greater than the amount of current liabilities, it can be seen as a 
favourable liquidity measure.  
 
These measures of liquidity are also used by potential creditors who are 
seeking to make judgment regarding their prospects of being paid promptly if 
they enter into a creditor relationship with the firm whose liquidity is being 
analysed (Marshall et al, 2004: 76). 
 
2.6 CONCLUSION 
 
Favourable liquidity is a vital key to the success of an entity. The liquidity of an 
entity needs to be managed in order for it to continue its operations. Proper 
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liquidity management objectives and its contributing factors, including cash 
flow and cash flow forecasting, can lead to a reduction in liquidity risks, 
improved management over expenditure, beneficial cash management and 
honest disclosure of information to the investor. 
 
However, the failure of proper liquidity management is illustrated by the two 
global companies that were investigated. If the cash flow situation of an entity 
is troubled and inadequately managed, it will inevitably lead to bankruptcy. 
The engagement in high debt transactions, accompanied by poor cash flow 
proves to have disastrous financial consequences for an entity. 
 
The application of liquidity measures would therefore help identify unsavoury 
liquidity situations and can be divided into two distinct groups which would 
allow the measurement of a liquidity position through various applications.  
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CHAPTER THREE 
RATIO ANALYSIS AND LIQUIDITY MEASURES 
 
3.1 INTRODUCTION 
 
In chapter two a study on liquidity management, liquidity management failures 
and liquidity measurement criteria was done. The chapter emphasised the 
importance of maintaining cash flows, the investment options for cash and the 
cash borrowing facilities available to an entity. Two examples of bankrupt 
entities have been studied to illustrate the consequences of failed liquidity 
management. Operational and technical liquidity measures were introduced 
as indicators of liquidity positions by means of ratio analysis.      
 
This chapter deals with financial information analysis, ratios and the analysis 
of ratios. An overview will be presented on the different classes of ratios 
followed by a detailed discussion on traditional and cash flow ratios as well as 
their ability and usefulness to measure liquidity. The traditional and cash flow 
liquidity ratios will be applied as possible indicators of liquidity in the analysis 
of liquidity positions. The limitations of traditional ratios’ measurement of 
liquidity will also be highlighted, followed by the significance of cash flow 
generated ratios at the end of this chapter.  
 
3.2 FINANCIAL INFORMATION ANALYSIS 
 
To gain an understanding of the financial situation of an entity requires an 
analysis of its financial information. Financial analysis is the evaluation of an 
entity’s past financial performance and its prospects for future performance by 
means of an analysis of the entity’s financial statements and the calculation 
and interpretation of financial ratios (Shim & Siegel, 2007: 17). A cash flow 
analysis is an integral part of financial analysis as it determines the impact 
that the entity’s sources and uses of cash have on its operations and financial 
condition (Shim & Siegel, 2007: 17). 
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Financial analysis is utilised for several reasons such as; the prediction of an 
entity’s future profitability, cash flows from its past performance, and to 
evaluate the performance of an entity with the goal of identifying problematic 
areas such as, a cash flow shortage (Albrecht, Stice & Stice, 2008: 670). 
Brigham and Ehrhardt (2008: 123) agree that financial analysis helps the 
management of the entity to identify deficiencies and taking action to improve 
performance. Furthermore, financial data is used for comparing entities in 
similar industries to evaluate trends and to assess the entity’s ability to meet 
financial obligations such as interest payments, and subsequently to 
determine the risk of bankruptcy (Brentani, 2004: 149).  
  
A ratio in isolation is of no value. According to Gibson (2009: 186), the 
analysis of an entity’s financial statements is more meaningful if the results 
are compared with industry averages or norms, other entities in the industry 
and competitors. The results of an entity’s financial performance might appear 
favourable to the analyst, but in comparison to that of the industry, the results 
of the entity might be below the industry’s benchmark or norm. Financial 
analysis requires judgement on the part of the analyst. Therefore, Gibson 
(2009: 189) recommends that the judgement process be improved through 
experience, for example, exposure to financial analysis workshops.   
  
Financial statements are prepared for various interested parties. Gibson 
(2009: 193) identifies the following users of financial statements:  
· Management analyses the financial statements from both the creditor 
and investor’s viewpoints, for example, determining a favourable debt-
structure for the entity and maintaining a profitable asset-structure and 
composition thereof; 
· Investors are concerned with the financial position of the entity and its 
ability to earn future profits. The investor uses an analysis of post-
trends and current position of the entity to project future prospects. 
· Banking institutions need financial statements to assess the 
creditworthiness of an entity and its ability to settle debts in order to 
34 
 
grant any application for financing. The bank needs to obtain 
reassurance regarding the return of its investment in the entity. 
· Credit grantors and suppliers use financial statements to assess the 
viability of granting credit. These users are conservative in granting 
credit, because the possibility exist that the principle amount lend will 
not be repaid.   
 
Financial information analysis is therefore vital in gaining an understanding of 
the financial position of an entity. In this respect financial ratio analysis is one 
tool used in the evaluation process. 
 
3.3 FINANCIAL RATIOS 
 
In order to analyse the financial position of an entity, it has to be measured 
using a form of figure to give it understanding. Ratios provide a means of 
converting raw figures into amounts that can be compared to other years and 
with ratios calculated for other entities (Hey-Cunningham, 2006: 230). Lamon 
(2005: 182) further define ratios as a comparison of any two quantities, which 
convey an idea that cannot be expressed as a single number. 
 
In order to evaluate the financial position of an entity, its financial statements, 
which indicate the financial position of an entity, have to be analysed by 
means of ratios and compared to other years and entities. A ratio analysis is 
used to describe the financial condition of an entity, the efficiency of its 
activities, its comparable profitability, and the perception of investors as 
expressed by their behaviour in financial markets (Harvard Business School, 
2005: 44). Hey-Cunningham (2006: 230) and Fields (2002: 81) agree that 
ratios further help to identify trends, whether it is over time, between 
competitors, entities in the same industry or between other industries. Ratios 
would also be able to measure if trends are improving or deteriorating and 
ratios can serve as goals for future performance (Fields, 2002: 79). 
 
Ratios provide a different and significant meaning to its user with the aim of 
satisfying their information needs when analysed.  
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3.4 RATIO ANALYSIS 
 
Guerard and Schwartz (2007: 83) define ratio analysis as the process of 
studying ratio or percentage relationships of financial data and comparing the 
results of these in the following manner: 
· with standard ratios, which is the averages of similar entities; 
· with the entity’s previous year ratios; or 
· against standards existing in the analyst’s mind. 
 
Feldman and Libman (2007: 259) agree that ratio analysis uses ratios and 
relationships between financial statement accounts to compare performance 
of entities over time, with a base year, horizontal analysis, and against one 
another, also known as cross-sectional analysis. Whittington and Delaney 
(2008: 271) have identified two ways in which ratio results can be analysed: 
· Horizontal analysis through the evaluation of an entity’s ratios and 
trends over time; 
· Cross-sectional analysis through benchmarking the ratios against 
ratios of similar entities or specific industry at a point in time. 
 
Horizontal analysis is utilised with the statements of comprehensive income 
and financial position, but not regularly with the statement of cash flows as 
items do not recur consistently each year on this statement (Nikolai et al, 
2009: 276). Gibson (2009: 178) explains that horizontal analysis compares 
each amount with a base amount for a selected base year, for example, if 
sales were R500,000 in 2007 and R700,000 in 2008, then sales increased to 
140 percent of the 2007 level in 2008, an increase of 40 percent. Cross-
sectional analysis makes use of ratios from the statements of financial 
position, comprehensive income and cash flows and comparing it to industry 
ratios, for example, the entity’s current ratio is 1.9 and the industry ratio is 2.1, 
therefore indicating that the entity’s ratio is below the industry benchmark 
(Whittington & Delaney, 2008: 271). This will allow the analyst to gather 
meaning from the ratios’ results that would assist in his/her financial research 
endeavour. 
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Ratios are analysed by the user of financial data to obtain valuable 
information regarding the financial situation of the entity. Palepu, Healy, 
Bernard and Peek (2007: 196) suggest that the objective of ratio analysis is 
the assessment of an entity’s financial performance in relation to its stated 
goals and strategies.  
 
Therefore, Fields (2002: 80) suggests that the user or analyst of ratios needs 
to take the following aspects into consideration to appreciate and properly use 
ratios: 
· Understand the entity and its products; 
· Analyse the entity’s performance within the context of the economic 
climate; 
· Be aware of legal and regulatory issues that the entity faces; 
· Look at ratios within the context of the competitive environment; and 
· Be knowledgeable about industry averages and ratio behaviour. 
 
A further aspect of utilising ratio analysis is the particular format of a ratio’s 
result. Ratios may be expressed as percentages, multiples and as a relation 
(Mott, 2008: 93). 
 
The ratio analyst will have different reasons for investigating an entity’s 
financial position, whether it is to determine trends, measure performance, the 
achievement of goals or analysing liquidity. According to Mott (2008: 95) and 
Friedlob and Welton (2008: 154), ratios can be broken down into the following 
groups to analyse specific aspects of an entity’s financial performance and 
standing: 
· profitability ratios; 
· efficiency or activity ratios; 
· solvency ratios; 
· liquidity ratios; and  
· cash flow ratios. 
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Profitability, efficiency, solvency and liquidity ratios are known as the 
traditional statement of financial position and statement of comprehensive 
income ratios commonly used by the users of financial statements (Brigham & 
Ehrhardt, 2010: 89). The cash flows ratios are derived from the statement of 
cash flows.  
 
3.4.1 Profitability Ratios 
 
Profitability ratios were developed to help evaluate an entity’s ability to 
generate profits (Berman et al, 2006: 151). Gorman (2003: 177) further 
defines profitability ratios as measuring an entity’s earning power and 
management’s effectiveness in running operations. 
 
According to Friedlob and Plewa (2006: 197), profitability ratios are primarily 
‘return on’ ratios in which some measure of profit is divided by significant 
financial statement items such as sales and total assets. Profitability ratios 
can be used in an entity to measure management’s operating efficiency and 
stock performance. Nikolai et al (2009: 63) agree that these ratios are also 
used to evaluate whether the entity has met its profit objectives in relation to 
the resources that it has invested. Profitability ratios are also useful when they 
are tracked over time to establish trend lines and determine the entity’s future 
earning power (Berman et al, 2006: 157; Harvard Business School, 2005: 45). 
 
Profitability ratios are closely matched and widely quoted ratios, because 
many entities link employee bonuses to these ratios and share prices react 
sharply to unexpected changes in these measures (Lucey, Megginson & 
Smart, 2008: 47). A good profit will yield good profitability ratios. Therefore, 
good profitability ratios indicate that employees worked hard, resulting in 
bonuses and a stable and favourable share price.  
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3.4.2 Efficiency Ratios 
 
Efficiency ratios are concerned with the measure of efficiency with which 
assets and liabilities are managed (Mott, 2008: 98; Berman et al, 2006: 165). 
Lucey et al (2008: 44) further agree that efficiency ratios measure the 
collection period with which the entity converts these various accounts such 
as inventory and trade receivables into money. The results may be expressed 
in days or months and indicate the number of days it takes for an average 
debtor’s account to be settled or the number of days to sell inventory. 
 
Abrams and Kleiner (2003: 332) further agree that efficiency ratios could be 
used to measure the productivity of an entity’s assets. This is determined from 
the value the entity receives for the utilisation and maintenance of its assets, 
hereby comparing the income received with the assets generating that 
income. 
 
3.4.3 Solvency Ratios 
 
Solvency ratios measure the proportion of total debt in an entity’s financial 
structure and its capability to pay the interest on the debt (Gorman, 2003: 
174). When an organisation is unable to meet its financial obligations, it is 
said to be insolvent, leading to organisational distress, possibility of 
bankruptcy and the liquidation of the entity (Harvard Business School, 2005: 
50).  
 
The solvency ratios are used to determine whether the entity is borrowing too 
much money that it may be exposing itself to too much risk (Taulli, 2004: 206). 
If the entity relies heavily on borrowed money, and does not have security, the 
possibility of not meeting these financial obligations may exist due to 
unforeseen economic conditions causing the entity to cease trading, thus 
rendering the entity insolvent. 
 
Solvency ratios illustrate the relationship of the total debt of the entity to its 
total assets and owners’ equity. These ratios proves to be important for capital 
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providers as solvency ratios indicate the level of risk which banks, investors 
and shareholders are exposed to when investing in an entity (Bates, Botha, 
Botha, Goodman, Ladzani, de Vries & de Vries, 2005: 153). 
 
3.4.4 Liquidity Ratios 
 
Liquidity ratios measure an entity’s ability to meet short-term financial 
obligations and to convert receivables and inventory into cash (Gorman, 2003: 
168). Brigham and Houston (2007: 103) agree that liquidity ratios show the 
relationship of an entity’s cash and other current assets to its current liabilities 
to calculate the ability of servicing of short-term financial obligations. 
 
Liquidity ratios play an important role in the survival and management of the 
entity as it indicates the usefulness of cash of the entity. A poor liquidity 
position is an indication of unsuccessful liquidity management, representing a 
poor credit rating that can lead to the default of short-term financial obligations 
(Shim & Siegel, 2006: 245). 
 
3.4.5 Cash Flow Ratios  
 
Cash flow ratios originate from the statement of cash flows and uses cash 
generated by the entity’s operations as a basis for its calculations. Cash flow 
from operations is the primary cash generating activity of an entity. 
 
These ratios are used to examine the adequacy of an entity’s cash flows and 
the quality of its earnings (Friedlob & Welton, 2008: 164). Bazley et al (2009: 
286) agree that cash flow ratios assist the user in understanding relationships 
and trends among the entity’s cash flows. 
 
Cash flow ratios are also useful in the planning and control of cash in that they 
may provide benchmarks to measure the cash performance of an entity 
against that of another entity (Bragg, 2009: 526). This will assist in the 
analysis of trends within an industry. One of the benefits of the statement of 
cash flows is that it enables the analyst to assess the entity’s ability to meet 
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debt obligations from internally generated resources (Dambolena & Shulman, 
1988: 75). Therefore, Colquitt (2007: 152) agrees that cash flow ratios will 
determine the amount of cash that could be generated over time and compare 
that to near term obligations and how the entity can meet them. 
 
Brigham and Daves (2010: 262) illustrate the analysis of a debt management 
ratio of MicroDrive through the following example: 
Debt ratio = 
Total Liabilities
Total Assets
      
                 = 
R 1064
R 2000
 x 100% 
                 = 53,2%                              
 Industry debt ratio = 40,0% 
 
The debt ratio is calculated by dividing the total liabilities by the total assets, 
and expressed as a ratio. The entity’s debt ratio can be compared to the debt 
ratio of the industry in which it operates, therefore providing a benchmark 
against which the entity’s ratio could be measured. It is concluded from the 
analysis of the ratio that: 
· the ratio exceeds the industry average, making it costly for the entity to 
borrow additional funds without first raising more equity capital; 
· the entity’s creditors have supplied more than half the financing for 
current assets as the total liabilities are R1,064 compared to R2,000 
which comprise total assets; and 
· creditors would be reluctant to lend the entity money as management 
would be subjecting the entity to the risk of bankruptcy by obtaining 
additional financing. 
 
Therefore, ratio analysis is concerned with gaining an understanding of the 
relationships between two sets of data and providing meaningful information 
for the intended user. 
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3.5 CASH FLOWS FROM OPERATIONS 
  
The statement of cash flows projects the generation and expenditure of cash 
through its operating, financing and investing activities. According to IAS 7 
(2007: 898) the amount of cash flows arising from operating activities is a key 
indicator of the extent to which the operations of the entity have generated 
sufficient cash flows to repay loans, maintain the operating capability of the 
entity, pay dividends and make new investments without recourse to external 
sources of financing.  
 
Operating activities are derived from the principle revenue producing activities 
of the entity for example, sales (Oppermann, Booysen, Binnekade & 
Oberholster, 2003: 618). IAS 7 (2007: 898) suggests examples of cash flows 
from operating activities as follows: 
· cash receipts from the sale of goods and the rendering of services; 
· cash receipts from royalties, fees, commissions and other revenues; 
· cash payments to suppliers; 
· cash payments to and on behalf of employees; and 
· cash payments or refunds of income taxes unless they can be 
specifically identified with financing and investing activities. 
 
The operating section of the statement of cash flows restates the statement of 
comprehensive income on a cash basis rather than an accrual basis 
(McCrary, 2010: 69). This allows the determination of actual cash generated 
from operations as opposed to a net profit that is a result of a mixture of cash 
and non-cash expenses as per the statement of comprehensive income. 
 
Needles, Powers and Crosson (2008: 721) agree that cash flows from 
operations prove to be an important indicator of an entity’s cash generating 
ability. Analysts and users of financial statements tend to use statement of 
comprehensive income figures known as the EBITDA (Earnings, Before 
Interest, Taxes, Depreciation and Amortisation) as a quick measure of cash 
flows from operations. This measure of cash generating ability has been 
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reconsidered by analysts in recent years. For example, Worldcom transferred 
$3.8 billion from expenses to capital expenditure in one year, soliciting its 
EBITDA; when in the fact the entity was near bankruptcy. The financial failure 
of Vivendi, a French entity which declared bankruptcy when it could not settle 
its debts due to its solicitation of EBITDA, is another reason why reliance 
upon this measure of performance decreased. Therefore, using cash flows 
from operations is advantageous as it takes into account interest, taxes and 
depreciation and it is a comprehensive measure of an entity’s cash generating 
efficiency. 
  
Therefore, cash flows from operations project the cash generating ability of an 
entity’s operations and indicate the availability of cash for the settlement of 
financial obligations by means of cash generated from its operations. 
 
3.6 TRADITIONAL AND CASH FLOW LIQUIDITY RATIOS 
  
According to Gangadhar (2003: 36) traditional liquidity ratios are calculated 
from the statement of financial position and the statement of comprehensive 
income. Bhalla (2006: 78) further suggests that the most frequently used 
traditional ratios to measure liquidity are the current ratio and quick (acid-test) 
ratio.     
 
Cash flow ratios are the second set of financial indicators that can be utilised 
when measuring an entity’s liquidity position with financial data obtained from 
the statement of cash flows and statement of financial position (Porter and 
Norton, 2010: 647). The statement of cash flows became a required financial 
statement in 1987, therefore introducing new information from which cash flow 
ratios have been developed (Gibson, 2011: 378). Therefore, the cash current 
liabilities coverage ratio and cash debt coverage ratio can be used as liquidity 
measurement ratios. Colquitt (2007: 153) suggest that these cash flow ratios 
are regarded as an important measure of liquidity, as cash is the primary 
repayment source for principle debt and finance charges.   
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3.7 CURRENT RATIO 
 
Lasher (2008: 83), Walsh (2008:117), Gowthorpe (2005: 288) and Lukeman 
(2003: 78) define the current ratio as a liquidity ratio that measures the entity’s 
ability to settle its short-term financial obligations. The current ratio relies on 
data from the statement of financial position and is calculated by dividing 
current assets through current liabilities (Stickney, Roman, Schipper and 
Francis, 2009: 266) as follows: 
 
Current ratio = 
Current assets
Current liabilities
             
 
The entity’s current assets consist of cash and cash equivalents, inventory, 
trade receivables and prepaid expenses. The value of current assets at 
statement of financial position date is compared to the value of current 
liabilities of the entity which consist of short-term financial obligations, trade 
payables, bank overdrafts and taxes (Weygandt, Kimmel & Kieso, 2009: 446). 
 
The current ratio indicates the extent to which the current liabilities are 
covered by the current assets expected to be converted to cash in the near 
future (Brigham & Houston, 2007: 103). An entity’s current assets should 
exceed its current liabilities in order to allow the entity to settle its current 
liabilities if the current assets were used as means of settlement (Faeber, 
2008: 136). 
 
According to Thomsett (2008: 12), the current ratio needs to be reviewed over 
years in order to determine its consistency. Palepu et al (2007: 196) agrees 
that it provides a basis for making forecasts about the entity’s future 
performance and will assist in management’s decision-making regarding the 
running of the entity.  
 
Bates et al (2005: 152) recommend that a current ratio of 2 to 1 is generally 
accepted as a healthy ratio, because of the current assets’ value being twice 
the value of current liabilities. Tracy (2004: 172) further agrees that this 
44 
 
minimum current ratio is what entities’ creditors expect as it provides 
reassurance of the payment of short-term debt. For each unit of current asset 
that is sold, 2 units are available to cover 1 unit’s worth of current liabilities. 
Therefore, each unit of current liabilities is assured by two units worth of 
current assets, with the additional unit providing a margin of safety. 
 
A ratio below the acceptable benchmark would not be regarded as favourable, 
because of the increased value of current liabilities to current assets. A low 
current ratio might indicate weakness, because the entity would not be able to 
borrow additional funds or sell assets to raise enough cash to meet its current 
liabilities (Faeber, 2008: 136). A high current ratio could mean that the entity 
has a lot of money tied up in non-productive assets or it is due to large 
inventory holdings, which might become obsolete before they are sold 
(Brigham & Daves, 2010: 258). 
 
The current ratio and analysis thereof could be illustrated by utilising the 
financial information obtained from the statement of financial position of the 
Sasol Group, which is listed on the Johannesburg Stock Exchange and 
specialises in petrochemical production. The company had its financial year 
end on 30 June 2009 which is reflected accordingly by the financial 
statements. The Sasol Group’s (The Sasol Group [s.a.]) financial information 
used to calculate the current ratio will be in rand value and comprise of the 
following items: 
· Current Assets: 52,984,000,000.00 
· Current Liabilities: 26,215,000,000.00  
 
Therefore, the current ratio could be calculated as follows: 
Current ratio = 
Current assets
Current liabilities
             
           = 
52,984,000,000.00
26,215,000,000.00
   
           = 2.02:1 
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The group of entities’ current ratio is above the generally acceptable 
benchmark of 2:1, indicating a good liquidity position. The ratio indicates that 
the current assets exceed the current liabilities and could therefore be utilised 
to settle current liabilities if the group of entities’ were to experience any 
financial difficulties and forfeit its debt payments. 
 
3.8 QUICK RATIO 
 
The quick ratio is the second traditional liquidity ratio used in this study and is 
similar to the current ratio, because it utilises the statement of financial 
position to derive its result from (Lasher, 2008: 84). 
 
Brigham and Daves (2010: 258), Gibson (2009: 222), Pratt and Niculita (2007: 
156) define the quick ratio as the sum of current assets, excluding inventory, 
divided by the current liabilities. The quick ratio is illustrated as follows: 
 
Quick ratio = 
(Current Assets - Inventory)
Current Liabilities
    
 
The quick ratio is further defined as a stringent test of liquidity, due to its 
reliance on liquid assets, which are, bank and cash balances and trade 
receivables (Shim & Siegel, 2007: 23). 
 
The quick ratio, also known as the acid-test ratio, is an important test of an 
entity’s liquidity position as it does not rely on the sales of inventory, the least 
liquid, to service the current liabilities (Gitman & McDaniel, 2008: 392). 
Brigham and Houston (2007: 104) agree that an entity’s inventory is the least 
liquid of its current assets and are most likely to incur losses in the event of 
liquidation. Inventory is removed from current assets when computing the 
quick ratio due to inventory that may be slow moving, obsolete or inventory 
that has been pledged to specific creditors (Gibson, 2009: 222).  
 
As with other ratios the result of the quick ratio can be compared to prior 
years to evaluate trends and to entities in the same industry to get a 
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comparison between the entities’ liquidity positions (Siegel & Shim, 2006: 
308). 
 
According to Gibson (2009: 223) the accounting benchmark for a minimum 
quick ratio is 1:1. It is suggested that the current assets of the entity, 
excluding inventory, are sufficient to cover the current liabilities if the ratio is 
1:1 or higher.  A ratio below the benchmark indicates that the entity’s current 
assets, excluding its inventory, would not be sufficient to service its current 
liabilities.  
 
It is important to note that any ratio result should be measured against the 
industry in which the entity operates. Glantz (2003: 104) suggests that a poor 
ratio result does not necessarily indicate that the entity is heading for failure. 
The poor ratio result should be measured against the industry benchmark to 
determine whether it is an acceptable result compared to similar entities in the 
same industry.      
  
The quick ratio could be illustrated by utilising the financial information 
obtained from the statement of financial position of the Sasol Group. The 
company had its financial year end on 30 June 2009 which is reflected 
accordingly by the financial statements. The entity’s (The Sasol Group [s.a.]) 
financial information used to calculate the quick ratio will be in rand value and 
comprise the following items: 
· Current Assets - Inventory: 52,984,000,000.00 – 14,589,000,000.00 
· Current Liabilities: 26,215,000,000.00  
 
Therefore, the quick ratio will be calculated as follows: 
Quick ratio = 
(Current Assets - Inventory)
Current Liabilities
    
          = 
   52,984,000,000.00 - 14,589,000,000.00 
26,215,000,000.00
 
          = 
 (38,395,000,000.00 )
26,215,000,000.00
 
        = 1.46:1 
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The quick ratio of the Sasol Group exceeds the norm of 1:1. The current 
assets, excluding inventory, is greater than the current liabilities. R1 of current 
liability is covered by R1.46 of current assets. The current assets, excluding 
inventory, are therefore sufficient in its coverage of the entity’s short-term 
financial obligations. The result of the ratio indicates a favourable liquidity 
position. 
 
3.9 CASH CURRENT LIABILITIES COVERAGE RATIO 
  
This cash flow ratio measures the ability of an entity to settle short-term 
financial obligations from cash generated from operations after providing for 
taxes and dividends. The ratio is defined by Feldman and Libman (2007: 261) 
as net cash generated from operations (cash flows from operating activities) 
divided by the current liabilities of the entity and is illustrated as follows: 
 
Cash current liabilities coverage ratio = 
Net cash generated from operations
Current liabilities
 x 100% 
  
The cash current liabilities coverage ratio utilises data from the statement of 
financial position and the statement of cash flows in its calculations. Net cash 
generated from operations are derived from the principal revenue-producing 
activities of the entity. Cash flows from operations is the net result of cash 
receipts from the sale of goods, rendering of services, royalties, fees, 
commission, other revenues and cash payments to suppliers for goods and 
services, cash payments to and on behalf of employees, for income taxes and 
dividends (IFRS, 2007: 862).  
 
According to Feldman and Libman (2007: 261) the cash current liabilities 
coverage ratio measures the entity’s ability to settle its short-term financial 
obligations with net cash flow generated from operations and indicates 
whether the entity could depend on its operating activities to cover any 
shortfall when settling current liabilities.  
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This ratio uses the actual net cash flow generated from the entity’s operations 
instead of current and potential cash inflows from current assets, which are 
not readily convertible to a liquid form (Khan & Jain, 2007: 6-10). The cash 
current liabilities coverage ratio is set apart from the current or quick ratio as 
its calculation utilises cash generated from operations over the entire financial 
year, as opposed to using a balance at a specific point in time (Kimmel, 
Weygandt & Kieso, 2009: 621). Khan and Jain (2004: 7-9) agree that the cash 
current liabilities coverage ratio does not encounter the problem of actual 
current asset convertibility and the need for maintaining a minimum level of 
these assets.   
 
For financial strength an entity should generate a positive cash flow, as 
continuous negative cash flows would lead to bankruptcy even when a net 
profit is reported. Therefore, a positive net cash flow figure will result in a 
favourable ratio indicating the ability of an entity to survive over the long-term. 
 
According to Kimmel et al (2009: 621), a minimum result for this ratio is net 
cash generated from operations representing 40 percent of current liabilities. 
Therefore, 40 percent of current liabilities can be settled by utilising the net 
cash generated from operations. A ratio result less than 40 percent will 
require further analysis of the cash generating ability of the entity, because 
current liabilities cannot be settled within twelve months if there is no net cash 
flow generated to do so.  
 
The cash current liabilities coverage ratio could be illustrated by utilising the 
financial information obtained from the statement of financial position and the 
statement of cash flows of the Sasol Group. The company had its financial 
year end on 30 June 2009 which is reflected accordingly by the financial 
statements. The financial information (The Sasol Group [s.a.]) used to 
calculate the cash current liabilities coverage ratio will be in rand value and 
comprise of the following items: 
· Net cash generated from operations: 30,838,000,000.00 
· Current Liabilities: 26,215,000,000.00  
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Therefore, the cash current liabilities coverage ratio could be calculated as 
follows: 
Cash current liabilities coverage ratio  
       = Net cash generated from operations
Current liabilities
 x 100% 
= 
30,838,000,000.00
26,215,000,000.00
 x 100% 
= 1.176:1 
 
The ratio indicates that the net cash generated by the entity’s operations 
exceeds its current liabilities. R1 of current liability is covered by R1.18 of net 
cash generated from operations. It is further suggested that the entity’s net 
cash generated from operations would be sufficient to service the current 
liabilities when they fall due. The liquidity position of the entity is favourable 
due to the positive ratio result. 
 
3.10 CASH DEBT COVERAGE RATIO 
 
The cash debt coverage ratio is defined by the entity’s ability to pay the 
average of its total liabilities with cash generated from operations after the 
payment of dividends (Ibarra, 2009, 94; Feldman & Libman, 2007: 264; 
Pendlebury & Groves, 2004: 152). Average total liabilities is calculated by 
adding the opening and closing balances of the entity’s current and non-
current liabilities and dividing the sum by two to get an average for the year. 
The cash debt coverage ratio is calculated as follows: 
 
Cash debt coverage ratio = 
Cash generated from operations - dividends
Average total liabilities
 x 
100% 
 
The cash debt coverage ratio could be used to determine the cash flows that 
the entity has available to repay its average total liabilities, including the 
current portions of its long-term loans, taxes and trade payables (Balanko-
Dickson, 2007: 156). Bragg (2007: 108) agrees that the ratio measures the 
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entity’s ability to make loan repayments which forms part of current 
obligations. The cash debt coverage ratio indicates the value of cash flow 
from operations needed to service average total liabilities, if all the cash flows 
from operations were dedicated to debt repayment (Shim & Siegel, 2005: 84).  
 
Ratio norms differ across industries, as each industry of the market has 
different requirements, and therefore different standards of acceptability 
(Faeber, 2008: 138).  If an entity’s ratios are far removed from the averages of 
its industry, it indicates a problem and an investigation should be conducted to 
determine the reasons for this variance (Brigham & Daves, 2010: 258).   
            
An acceptable accounting result for the cash debt coverage ratio is 0.20 or 
higher (Kimmel et al, 2009: 622). The ratio gives an indication of the safety 
associated with the use of borrowed funds (Greer & Kolbe, 2003: 209). If the 
result of the ratio is greater than the 0.20 benchmark, the utilisation of 
borrowed funds would be regarded as a viable funding option due to the 
means of it being serviced. 
   
The cash debt coverage ratio could be illustrated by utilising the financial 
information obtained from the statement of financial position and the 
statement of cash flows of the Sasol Group (The Sasol Group [s.a.]). The 
company had its financial year end on 30 June 2009 which is reflected 
accordingly by the financial statements. The financial information used to 
calculate the cash debt coverage ratio will be in rand value and comprise of 
the following items: 
· Cash generated from operations - dividends: 40,994,000,000.00 
· Average total liabilities: 176,483,000,000.00  
 
Therefore, cash debt coverage ratio could be calculated as follows: 
Cash debt coverage ratio = 
Cash generated from operations - dividends
Average total liabilities
 x 
100% 
                            = 
40,994,000,000.00
176,483,000,000.00
 x 100% 
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                    = 0.232 
  
The result of the ratio is above the accounting benchmark of 0.20, which is 
acceptable. Mills and Yamamura (1998: 58) state that a ratio result lower than 
0.20 indicates weakened financial flexibility of an entity and the likelihood of 
liquidity problems in the future.   
 
The current ratio, quick ratio, cash current liabilities coverage ratio and cash 
debt coverage ratio can be used in the process of determining the liquidity of 
an entity. The cash flow ratios utilises cash flows from the operations of the 
entity as opposed to current asset amounts used by traditional ratios. The 
difference between the two sets of ratios arise due to the liquidity of the 
current assets from the statement of financial position and the physical 
operational cash flows presented by the statement of cash flows. Physical 
cash flows are readily available liquidity as opposed to static current asset 
amounts which are not yet convertible into cash, except cash and cash 
equivalents. Therefore, limitations can be encountered when the current and 
quick ratios are used in the measurement of liquidity.     
 
3.11 TRADITIONAL LIQUIDITY RATIO LIMITATIONS 
  
The current and quick ratios utilise amounts from the statement of financial 
position and statement of comprehensive income, therefore not taking into 
account information presented by the statement of cash flows. The traditional 
liquidity ratios suffer from limitations when calculating liquidity, which will be 
highlighted in detail. 
 
3.11.1 Current Ratio Limitations 
 
The current ratio suffers from limitations in its calculation and composition. 
The current ratio is an unrefined measure of the liquidity of an entity. The 
current ratio is a quantitative rather than a qualitative indication of liquidity. 
Quantitative measures take the total current assets into account without 
making any distinction between various types of current assets such as cash, 
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inventories and prepaid expenses. A qualitative measure takes into account 
the proportion of various types of current assets to the total current assets 
(Khan & Jain, 2004: 6-6).  
 
A satisfactory measure of liquidity should consider the liquidity of the various 
current assets. Current liabilities are fixed and are required to be settled 
irrespective of the availability of resources to do so. The current ratio is 
subject to weaknesses because of the possibility of bad debts, which reduces 
the current assets, or the obsolescence of inventory. Moreover, not all current 
assets are equally liquid. Cash is the most liquid asset, whereas receivables 
are more liquid than inventory and the latter being the least liquid as it has to 
be sold before it could be converted into receivables and cash. The current 
ratio fails to answer questions such as the liquidity of receivables and the 
inventory, and what effect does the omission of the inventory and prepaid 
expenses have on the liquidity of an entity when calculating the acid-test 
ratio? Therefore, the current ratio fails to convey information on the 
composition of the current assets of an entity (Khan & Jain, 2004: 7-5). 
 
The current ratio is limited in the value of its result. A current ratio may rise 
before an entity’s financial distress, due to the entity’s desire to improve its 
cash position by, for example, selling non-current assets (Siegel, Shim & 
Hartman, 1998: 80). When an entity sells its non-current assets for cash, the 
current ratio would increase due to the increase in cash from the sale. The 
current ratio would then result in a high value, thus, indicating a strong 
liquidity position. But this would therefore not truly reflect the entity’s position 
of liquidity when it is to encounter financial difficulties.  
 
The current ratio has a limited ability to indicate liquidity, because liquidity is 
only indicated at a specific moment in time (Dooley, Guy, Goymer, Richards & 
Richards, 2006: 40). The statement of financial position only reflects the 
balances at a specific date and from which the current ratio is calculated. 
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3.11.2 Quick ratio limitations 
 
The quick ratio, the second traditional measure of liquidity in this study, also 
has limitations when measuring the liquidity position of an entity. The first 
limitation of the quick ratio is the interpretation of the ratio. The interpretation 
of the quick ratio is circumstantial, for example, a seasonal business which 
seeks to stabilise production will tend to have a weak quick ratio during 
periods of slack sales, and a powerful ratio during periods of peak sales 
(Thukaram Rao, 2003: 87). During peak sales, the current assets would be 
high, thus delivering a favourable quick ratio. The quick ratio would be 
unfavourable during slack periods, due to current assets such as inventory 
and receivables’ values being low. The quick ratio would not reflect a stable 
indication of the liquidity position of an entity as it will fluctuate with the 
seasons (Thukaram Rao, 2003:87). Therefore, the quick ratio should be 
measured against other quick ratio results of entities in the same industry.  
 
Similar to the current ratio the quick ratio does not indicate the quality of its 
components. It may be partly based on uncollectable receivables (Shim & 
Siegel, 2008: 63). Although inventory, a less liquid asset, is removed from the 
equation, the quick ratio focuses on the quantitative value of current assets 
and not the qualitative value. The quick ratio does not distinguish between the 
liquidity of the various current assets, such as cash, prepaid expenses and 
receivables in its calculations. Therefore, using assets with unknown liquidity 
values is not an indicator of the liquidity position of an entity. 
 
Another limitation of the quick ratio is its focus on current assets at the 
statement of financial position’s date. The ratio does not measure the liquidity 
as a summary of a financial period. Therefore, it cannot be determined if there 
was consistency in the liquidity position, if any, of the entity during the 
financial period. The liquidity position indication by the quick ratio may not be 
an accurate measure of the liquidity position of the entity (Porter & Norton, 
2010: 647).    
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The traditional liquidity ratios are only related to the statement of financial 
position, which became the general way of approaching financial analysis 
before the statement of cash flows were introduced (Gibson, 2011: 378). 
Therefore, current and quick ratios ignore the cash flow availability presented 
by the statement of cash flows.    
 
Both the current and quick ratio measures the quantity and not the quality of 
current assets, therefore the actual liquidity value is unknown. Further, the 
current and quick ratios assume the liquidation of inventory and trade 
receivables as the basis of measuring liquidity. If trade receivables or 
inventory have a conversion time of a few months, rather than a few days, 
then these traditional measures of liquidity aren’t adequate enough. 
Therefore, will a combination of both the traditional and cash flow liquidity 
ratios be an option when determining the liquidity of an entity?  
 
3.12 IMPORTANCE OF CASH FLOW RATIOS 
 
The traditional liquidity ratios suffer from limitations which will influence the 
measurement of liquidity when utilised. Therefore, the introduction of cash 
flow ratios may give a better indication of liquidity, because it utilises the 
statement of cash flows to base its calculations on, specifically cash flows 
from operations. Cash flows from operations are the primary activities of an 
entity, and in financial difficulty it is the cash flow in particular, rather than 
profit from operations, that determines the financial viability of the entity (Koen 
& Oberholster, 1999: 29).  
 
Khan & Jain (2007: 6-11) state that cash flow ratios does not depend on the 
conversion of current assets such as inventory and trade debtors. The cash 
flow ratios utilise the liquid cash generated from the entity’s operations to 
cover the current liabilities falling due. 
 
The traditional liquidity ratios utilises current assets at face value to cover 
these current liabilities, of which the current assets are stated at a specific 
date in time of past period. Colquitt (2007: 152) suggests that the cash flow 
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ratios will determine the amount of cash that can be generated over time, 
compare that to near term obligations and how the entity can settle these 
obligations. 
   
3.13    CONCLUSION 
 
This chapter gave an overview of ratio analysis and the main four ratios 
utilised in this study for the measurement of liquidity. 
 
Liquidity is either measured on face value through the statement of cash flows 
or by ratio analysis. Liquidity and cash flow ratios are in particular concerned 
with the settlement of short-term debt, the availability of cash to do so and the 
adequacy of the entity’s cash flow cycle. This in turn contributes to the 
analysis of an entity’s liquidity through predictions, indicating favourability or 
the undesirability. 
 
The current and quick ratios measure the liquidity of an entity pertaining to a 
past period of time, utilising figures from the statement of financial position. 
The measurement of liquidity is therefore based on the assumption that 
assets first need to be liquidated in order for the settlement of debt to take 
place. A positive result from the traditional liquidity ratios may appear 
favourable. But a problem arises due to the cash conversion nature of the 
assets in question, for the reason that all current assets are not equally liquid. 
The illiquidity of inventory or trade receivables may render cash conversion 
impossible, resulting in an inability to settle debt. Therefore, the utility of the 
current or quick ratio is not an accurate measure of liquidity as the cash 
conversion of the current assets is not considered. 
 
The cash current liabilities coverage and cash debt coverage ratio is partly 
derived from the statement of cash flows and statement of financial position. 
These ratios indicate the availability of cash to settle financial obligations 
when they fall due. The cash flow ratios’ indication of liquidity is not 
dependent on the liquidation of assets, as the cash generated from operations 
are already in its most liquid form. Therefore, the cash flow ratios indicate the 
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immediate liquidity situation of an entity from cash generated, already in liquid 
form, by the entity’s operations. 
 
Therefore, Koen and Oberholster (1999: 23) recommend that traditional 
liquidity ratios should be paired with cash flow ratios when measuring liquidity, 
as it will provide a better indication of the entity’s financial position. 
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CHAPTER FOUR 
RESEARCH DESIGN AND METHODOLOGY 
 
4.1 INTRODUCTION 
 
In chapter three a study was made of ratio analysis and the measurement of 
liquidity. The chapter emphasised the usefulness of traditional liquidity ratios 
and cash flow ratios, the limitations of traditional liquidity ratios and the 
possible liquidity indication abilities of the cash flow ratios. 
 
This chapter deals with the application of the traditional liquidity and cash flow 
ratios to financial data of entities in order to determine the measurement of 
liquidity positions by these financial indicators. Chapter four will also illustrate, 
by means of the ratios’ results, the differences that exist between the 
traditional liquidity ratios and the recently developed cash flow ratios.  
 
In order to achieve the research objectives as stated in chapter one, a 
quantitative study will be conducted on bankrupt entities. The analysis of the 
traditional liquidity and cash flow ratios results will contribute in the remedying 
of the research problem and sub problems that are outlined in chapter one, if 
not providing an alternative to the measurement of liquidity.   
 
4.2 SAMPLE SELECTION 
  
The sample consists of privately owned South African entities of the 
construction manufacturing and pharmaceutical retail industries, which went 
bankrupt due to liquidity problems. It is required that these entities consist of 
sufficient assets, liabilities and cash resources to make the calculation of the 
liquidity and cash flow ratios possible. Initially, only Johannesburg Securities 
Exchange (JSE) delisted manufacturing entities were to be used in this study. 
After considerable research and correspondence with the limited financial 
institutions which have access to information of bankrupt delisted JSE entities, 
no valuable information was obtained. In order to obtain the information 
required it was decided to utilise the financial information of privately owned 
59 
 
entities. The information was obtained by the researcher through his 
employment at a Chartered Accountants’ Firm in the Nelson Mandela 
Metropole. The identities of the privately owned entities utilised could not be 
disclosed due to the clients’ confidentiality agreement with the Firm. 
 
It was decided to use cross-sectional analysis to give the ratios’ results a 
more meaningful interpretation. The ratios of the tested companies will be 
compared to the ratios of the industries which the sample companies 
represent. The ratio information of the industries was obtained from the 
McGregor Bureau of Financial Analysis (De Klerk, 2011). The industry ratios 
make use of an average of twenty six listed companies’ financial information 
per annum on which the results are calculated. 
 
4.3 SIZE AND SCOPE OF THE CALCULATIONS 
 
Two entities, one construction manufacturing and the other pharmaceutical 
retail, were chosen for this study with the respective industry ratios as a 
measuring benchmark. Company A (Pty) Ltd operated in the retail industry of 
the market, focusing on pharmaceutical product sales and Company B (Pty) 
Ltd was a manufacturing entity, specialising in building materials. 
 
Four years’ financial statement data, closest to the yearend of bankruptcy, will 
be utilised to illustrate the measurement of liquidity during the deterioration 
phase of each entity. Baker and Powell (2005: 46) agree that financial ratios 
should be examined over the most recent three to five years of the entity, in 
order to draw a meaningful comparison between the years’ results. 
 
Table 4.1 and 4.2 show the traditional and cash flow ratios, as studied and 
formulated in chapter three, that are calculated from the financial statements 
of the bankrupt entities as per Annexures A and B respectively. The tables 
further compare the ratios’ results to those of the relevant industry in which 
the entities operated.  
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TABLE 4.1: Comparison between Company A (Pty) Ltd’s traditional and 
cash flow ratios and traditional and cash flow ratios to 
industry  
 Company A (Pty) Ltd Industry  
Year 2009 2008 2007 2006 2009 2008 2007 2006 
Traditional ratios         
Current ratio 
Quick ratios 
0.54 
0.29 
0.77 
0.22 
0.75 
0.15 
0.73 
0.16 
1.03 
0.88 
1.13 
0.94 
1.18 
1.03 
1.36 
1.09 
Cash flow ratios         
Cash current 
liabilities coverage 
ratio 
Cash debt coverage 
ratio 
 
 
0.25 
 
0.43 
 
 
0.27 
 
0.39 
 
 
0.28 
 
0.34 
 
 
0.06 
 
0.18 
 
 
0.39 
 
0.38 
 
 
0.13 
 
0.13 
 
 
0.48 
 
0.47 
 
 
0.13 
 
0.12 
  
 
TABLE 4.2: Comparison between Company B (Pty) Ltd’s traditional and 
cash flow ratios and traditional and cash flow ratios to 
industry  
 Company B (Pty) Ltd Industry  
Year 2010 2009 2008 2007 2010 2009 2008 2007 
Traditional 
ratios 
        
Current ratio 
Quick ratios 
0.20 
0.16 
0.28 
0.21 
0.32 
0.25 
1.21 
0.98 
1.27 
1.12 
1.17 
1.03 
1.22 
1.15 
1.40 
1.32 
Cash flow ratios         
Cash current 
liabilities 
coverage ratio 
Cash debt 
coverage ratio 
 
 
(0.06) 
 
(0.01) 
 
 
(0.18) 
 
(0.14) 
 
 
0.59 
 
0.65 
 
 
(1.14) 
 
(0.45) 
 
 
0.17 
 
0.12 
 
 
0.23 
 
0.18 
 
 
0.30 
 
0.23 
 
 
0.49 
 
0.32 
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4.4 RATIO RESULT ANALYSIS 
  
The current ratio of Company A (Pty) Ltd increases per annum from 2006 to 
2008, showing a stable liquidity position. This is due to the cost of current 
assets increasing slightly more than the same cost of current liabilities. It is 
only during the 2009 financial year that the current ratio experiences a steep 
decline from 2008, therefore signally the possibility of financial difficulty. This 
is mainly due to the significant increase of current liabilities during the 2009 
financial year. The quick ratio declines from 2006 to 2007 and then increases 
steadily through 2008 up to the end of 2009, due to a massive increase of 
trade and other receivables that comprise the current assets of the quick ratio. 
The industry results for the current and the quick ratios show a steady decline 
from 2006 down to 2009, suggesting a decline in favourable liquidity positions. 
Company A (Pty) Ltd’s traditional ratios are far below the benchmark that is 
set by the industry ratio, therefore indicating a liquidity position that is not 
favourable in comparison to entities within the same industry.  
 
The cash current liabilities coverage ratio of Company A (Pty) Ltd has a sharp 
increase from 2006 to 2007, but falls steadily from 2007 down to 2009. The 
sharp increase is the result of higher net cash generated from operations. The 
downwards trend from to 2007 to 2009 is caused by the significant increase in 
the current liabilities of the entity. The cash debt coverage ratio also has a 
sharp increase from 2006 to 2007, but continues to increase steadily up to the 
2009 year end. This is due to the cash generated from operations, without 
servicing interest and taxation charges. Interest and taxation payments prove 
to be a major influence in the cash flow generated by the operating activities 
of the entity. The increasing cash debt coverage ratio is also the result of a 
cash injection from long-term borrowings and non-payment of trade and other 
payables. The industry results for the cash current liabilities coverage ratio 
and cash debt coverage ratio vary per annum. The industry ratios increase 
sharply from 2006 to 2007, decrease sharply from 2007 to 2008 and finally 
increase sharply again to the end of the 2009 year. The cash current liabilities 
coverage ratio results are below the benchmark as set by the industry ratios, 
with a possible indication of financial difficulty. The cash debt coverage ratio 
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of Company A (Pty) Ltd is above the benchmark as set by the industry, 
therefore suggesting that the entity has a better liquidity position than the 
other entities that represent the industry. 
 
Company B (Pty) Ltd experiences a decline in the current and quick ratios per 
annum, with a significant decline in the 2008 year. This is due to the decrease 
in current assets from the prior year and a severe increase in the current 
liabilities for the 2008 year. The steady decline in the ratios from 2008 to 2010 
is attributable to the reduction in current assets in relation to the current 
liabilities. The industry results of the current and quick ratios indicate a decline 
from 2007 to 2009, but increase again during the 2010 year. The traditional 
liquidity ratios of the entity are far beneath the benchmark set by the tested 
firms within the industry, indicating a decline in the liquidity position of the 
entity. 
 
The cash flow ratios of Company B (Pty) Ltd have a decrease-increase 
pattern up to the bankruptcy year end. The 2007, 2009 and 2010 years 
illustrate negative results for the cash current liabilities coverage and cash 
debt coverage ratios. This is due to the negative net cash that was generated 
from the entity’s operations for these periods, therefore indicating that a 
negative cash flow cannot service any debt. It is only during the 2008 financial 
year that the cash flow ratios have a positive result, because of the positive 
net cash generated from operations.   
 
The traditional ratios of the industry decrease from 2007 to 2009 and 
increases again in the final year. The industry cash flow ratios show an overall 
decrease from the beginning to the end of the tested period, showing a steady 
decline in the cash flow positions of entities represented by the manufacturing 
industry. The negative cash flow ratios of Company B (Pty) Ltd indicate an 
alarming liquidity position of the entity. 
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4.5 CONCLUSION 
 
This chapter dealt with the selection of the sample of companies chosen and 
the calculation of the traditional liquidity and cash flow ratios used to measure 
liquidity positions of the entity per year and up to bankruptcy. The relevant 
industry ratios per entity were an additional benchmark against which the 
ratios results can be measured. 
 
An analysis was conducted on the sample companies’ ratio results on which 
conclusions will be drawn in chapter five, with regard to the research 
problems set by this paper and the possible areas of further study of 
traditional and cash flow ratio analysis and its liquidity indication capabilities. 
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CHAPTER FIVE 
SUMMARY, CONCLUSIONS AND RECOMMENDATIONS 
 
5.1 INTRODUCTION 
 
Chapter one introduced the research problems of this study and the research 
objectives aimed at addressing the sole reliance upon traditional ratios as a 
measure of liquidity and remedying this with the usage of an additional or 
superior set of cash flow ratios. 
 
Chapter five will present a summary of findings of the traditional liquidity and 
cash flow ratios’ results indicating unfavourable liquidity positions. 
Conclusions will be drawn on the adequacy of liquidity measurement of the 
ratios and recommendations will be made for future research endeavours. 
 
5.2 SIGNIFICANT FINDINGS IN RESPECT OF RESEARCH OBJECTIVES  
  
The traditional liquidity and cash flow ratios have been utilised with the 
purpose of indicating the liquidity position of the entities and which set of 
ratios will indicate liquidity, or the lack thereof, most effectively.   
  
5.2.1 Distinctions between traditional liquidity and cash flow ratios  
  
The majority of the ratio results of the sample companies tested had the same 
interpretation being the deterioration of the liquidity positions. The majority of 
the traditional liquidity and cash flow ratios results were below the industry 
benchmark, indicating suffering liquidity situations. Therefore, both the 
liquidity and cash flow ratios where sufficient in indicating that liquidity 
problems arose, except with Company A (Pty) Ltd. The quick ratio and cash 
debt coverage ratio had increasingly positive results up to the end of 
bankruptcy, thus being of no warning value if used as the only measurement 
tools. The quick ratio’s increase was caused by the massive increase in trade 
and other receivables, but how recoverable were these trade and other 
receivables if the entity declared bankruptcy at year end? The quick ratio’s 
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result illustrates that it does not distinguish between the liquidity of current 
assets.  Ultimately, the quick ratio’s results were far below that of the industry 
benchmark, from which an unhealthy liquidity position conclusion can still be 
drawn. The cash debt coverage ratio was above the benchmark and, due to 
its increasing value, indicated a sound liquidity situation. The unreliable 
indication is the result of a ‘cash’ injection from long-term liabilities, which 
actually results in an increase in debt. The cash debt coverage ratio’s result is 
in contradiction with the other traditional and cash flow ratios as it did not 
indicate a failing liquidity position.  
 
The ratio results of the second sample entity, Company B (Pty) Ltd, had a 
uniform outcome. The traditional and cash flow ratios indicated that the entity 
had a declining liquidity position and, with the industry ratios as a measuring 
benchmark, it can be concluded that an unfavourable liquidity situation is at 
hand. Therefore, negative cash flow ratios confirmed the severity of the 
entity’s non-existent cash flow and liquidity position. 
  
5.2.2 Liquidity indication ability of cash flow ratios 
  
The cash flow ratios were effective in its indication of liquidity problems, 
except for the cash debt coverage ratio of Company A (Pty) Ltd. The same 
conclusion could be drawn of the traditional ratios and its exception, being the 
quick ratio’s results for Company A (Pty) Ltd. The majority of the cash flow 
ratios were below the benchmarks as set by the industry, thus providing a 
warning of failing liquidity positions for the researcher. The majority of the 
cash flow ratios results, as a sole indicator of liquidity, were effective for its 
intended purpose. The negative cash flow ratios of Company B (Pty) Ltd 
indicated that the entity did not have any cash flow to service its obligation, 
therefore emphasising its state of illiquidity. 
 
It can also be concluded that although the traditional and cash flow ratios 
have different make-ups, their results have similar outcomes. Therefore, it is 
highly recommended that the cash flow ratios should be used as a primary set 
of liquidity ratios, in conjunction with the traditional ratios, to measure liquidity 
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with. The traditional and cash flow ratios will be able to confirm the conclusion 
of each other’s results. 
 
5.3 SCOPE FOR FUTURE RESEARCH ENDEAVOURS  
 
It is illustrated from the study that the cash flow ratios are equally sufficient to 
the traditional liquidity ratios in identifying liquidity problems, but are under-
utilised for this purpose. Further study can be conducted on the popularity of 
traditional liquidity ratio usage as opposed to the cash flow ratios that are 
derived from actual cash figures. 
 
The quick and cash debt coverage ratios indicated an increase in the liquidity 
situation while the other ratios showed a downturn in liquidity. A study can be 
conducted on the possible relations that exist between the traditional quick 
ratio and the cash debt coverage ratio for liquidity calculations. 
 
It is important that the liquidity of the entities’ assets and cash flow sources 
should be considered in the calculation of liquidity ratios in order to obtain the 
most accurate results for effective decision making. 
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ANNEXURE A Extracts from the financial statements of Company A 
(Proprietary) Limited 
 
COMPANY A (PROPRIETARY) LIMITED 
STATEMENT OF FINANCIAL POSITION 
as at 28 February 
 Year 4 Year 3 Year 2 Year 1 
 2009 2008 2007 2006 
 R R R R 
ASSETS     
NON-CURRENT ASSETS 5,569,306 1,973,910 1,308,647 1,250,111 
Property, plant and equipment 2,465,339 1,299,143 496,668 388,792 
Loans receivable 2,870,816 568,668 705,298 768,634 
Investments 233,151 106,099 106,681 92,685 
CURRENT ASSETS 4,064,962 3,101,552 1,675,085 1,461,774 
Trade and other receivables 2,163,242 904,528 337,194 322,028 
Inventory 1,901,124 2,197,024 1,336,474 1,138,552 
Bank balances 596 - 1,417 1,194 
TOTAL ASSETS 9,634,268 5,075,462 2,983,732 2,711,885 
     
EQUITY AND LIABILITIES     
CAPITAL AND RESERVES 532,727 904,222 570,063 476,674 
Share capital 100 100 100 100 
Accumulated profit 532,627 904,122 569,963 476,574 
NON-CURRENT LIABILITIES     
Long-term borrowings 1,611,570 133,824 184,904 258,899 
CURRENT LIABILITIES 7,489,971 4,037,416 2,228,765 1,976,312 
Trade and other payables 6,462,449 3,350,725 1,587,127 1,345,929 
Taxation 29,381 299,610 226,966 136,841 
Bank overdraft 998,141 387,081 414,672 493,542 
TOTAL EQUITY AND LIABILITIES 9,634,268 5,075,462 2,983,732 2,711,885 
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COMPANY A (PROPRIETARY) LIMITED 
STATEMENT OF COMPREHENSIVE INCOME 
for the year ended 28 February 
 Year 4 Year 3 Year 2 Year 1 
 2009 2008 2007 2006 
 R R R R 
REVENUE 23,046,174 16,407,204 10,981,687 9,671,453 
COST OF SALES 18,332,730 12,542,480 8,726,049 7,726,844 
Opening inventory 2,197,024 1,336,474 1,138,552 709,986 
Purchases 18,036,830 13,403,030 8,923,971 8,155,410 
Closing inventory (1,901,124) (2,197,024) (1,336,474) (1,138,552) 
GROSS PROFIT 4,713,444 3,864,724 2,255,638 1,944,609 
OTHER INCOME 306,342 54,666 77,290 125,836 
Dividends received 1,481 - 784 555 
Interest received 300,324 52,644 65,138 61,805 
Capital profit on sale of investment 4,537 - 4,130 - 
Profit on disposal of property, plant     
and equipment - - - 63,476 
Insurance claims - 2,022 7,193 - 
TOTAL INCOME 5,019,786 3,919,390 2,332,928 2,070,445 
EXPENDITURE (Page 82) 5,471,743 3,414,407 1,724,714 1,530,460 
OPERATING (LOSS) PROFIT     
BEFORE TAXATION (451,957) 504,983 608,214 539,985 
TAXATION (80,462) 170,823 214,825 194,828 
NET (LOSS) PROFIT FOR THE      
YEAR (371,495) 334,160 393,389 345,157 
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COMPANY A (PROPRIETARY) LIMITED 
STATEMENT OF COMPREHENSIVE INCOME (continued) 
for the year ended 28 February 
 Year 4 Year 3 Year 2 Year 1 
 2009 2008 2007 2006 
 R R R R 
EXPENDITURE     
Accounting fees 23,881 19,710 18,865 20,105 
Administrative fees - - 31,579 33,860 
Advertising 34,067 49,848 29,547 28,301 
Bad debts - - 16,822 5,405 
Bank charges 110,232 49,371 47,557 37,599 
Computer expenses 15,710 41,771 18,538 30,890 
Delivery expenses 14,757 3,705 87,594 92,743 
Depreciation 571,820 166,763 105,071 72,739 
Discount allowed 19,961 5,280 - - 
Electricity and water 135,529 58,817 30,413 18,468 
Entertainment 1,460 15,211 10,194 7,070 
General expenses 88,938 129,807 31,618 33,676 
Insurance 188,081 66,533 47,690 46,391 
Interest paid 806,426 63,519 55,433 39,276 
Legal expenses 39,335 - - - 
Loss on disposal of property, plant and     
Equipment 54,637 - - 30,716 
Motor vehicle expenses 237,917 106,779 141,558 83,882 
Printing and stationary 25,187 24,904 13,636 18,471 
Regional services council levies 12,000 - 8,761 14,621 
Rent – equipment 45,044 - 5,748 2,944 
Rent – premises 198,849 228,631 101,175 89,936 
Repairs and maintenance 148,072 486,145 40,878 11,746 
Salaries – directors 390,374 333,093 331,000 312,000 
Salaries – staff 2,130,374 1,398,064 438,246 394,997 
Telephone and postage 179,092 166,456 112,791 104,624 
 5,471,743 3,414,407 1,724,714 1,530,460 
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COMPANY A (PROPRIETARY) LIMITED 
STATEMENT OF CASH FLOWS 
for the year ended 28 February 
 Year 4 Year 3 Year 2 Year 1 
 2009 2008 2007 2006 
 R R R R 
NET CASH INFLOW FROM     
OPERATING ACTIVITIES 1,843,697 1,084,169 620,927 117,649 
Operating (loss) profit before taxation (451,957) 504,983 608,214 539,985 
Adjustments 1,431,402 230,282 159,720 78,700 
     Dividends received (1,481) - (784) (555) 
     Depreciation 571,820 166,763 105,071 72,739 
     Interest paid 806,426 63,519 55,433 39,276 
     Profit (loss) on disposal of property,     
     plant and equipment 54,637 - - (32,760) 
Operating profit before working capital     
Adjustments 979,445 735,265 767,934 618,685 
Working capital changes 1,860,445 510,602 33,126 (280,741) 
     (Increase) decrease in trade and other     
     Receivables (1,258,714) (394,719) (15,166) (54,827) 
     Increase (decrease) in trade and other     
     Payables 2,823,259 1,765,871 246,214 202,652 
     Decrease (increase) in inventories 295,900 (860,550) (197,922) (428,566) 
Cash generated from operations 2,839,890 1,245,867 801,060 337,944 
Interest paid (806,426) (63,519) (55,433) (39,276) 
Taxation paid (189,767) (98,179) (124,700) (181,019) 
NET CASH (OUTFLOW) FROM     
INVESTING ACTIVITIES (4,219,790) (1,004,641) (462,823) (630,897) 
Additions to property, plant and      
Equipment (1,943,896) (969,237) (212,946) (599,190) 
Proceeds on disposal of property, plant     
and equipment 153,306 - - 457,599 
Proceeds from redemption of investments 81,375 - 121,827 - 
Purchase of investments (2,510,575) (35,404) (371,704) (489,306) 
NET CASH INFLOW (OUTFLOW) FROM     
FINANCING ACTIVITIES 1,766,211 (53,354) (79,011) 192,657 
Proceeds from long-term borrowings 1,766,211 - - 196,259 
Repayment of long-term borrowings - (53,354) (79,011) (3,602) 
INCREASE (DECREASE) IN CASH AND     
CASH EQUIVALENTS (609,882) 26,174 79,093 (320,591) 
CASH AND CASH EQUIVALENTS AT     
BEGINNING OF YEAR (387,663) (413,255) (492,348) (171,757) 
CASH AND CASH EQUIVALENTS AT     
END OF THE YEAR (997,545) (387,081) (413,255) (492,348) 
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ANNEXURE B Extracts from the financial statements of Company B 
(Proprietary) Limited 
 
COMPANY B (PROPRIETARY) LIMITED 
STATEMENT OF FINANCIAL POSITION 
as at 28 February  
 Year 4 Year 3 Year 2 Year 1 
 2010 2009 2008 2007 
 R R R R 
ASSETS     
NON-CURRENT ASSETS 142,645 322,283 297,307 242,983 
Property, plant and equipment 142,645 1,936 114,244 159,363 
Loans receivable - 320,347 183,063 83,620 
CURRENT ASSETS 376,592 822,020 989,569 1,113,249 
Trade and other receivables 314,202 597,278 606,328 902,648 
Inventory 62,390 223,046 227,931 207,209 
Taxation - 1,696 5,089 3,392 
Bank and cash balances - - 150,221 - 
TOTAL ASSETS 519,237 1,144,303 1,286,876 1,356,232 
     
EQUITY AND LIABILITIES     
CAPITAL AND RESERVES (1,851,648) (2,254,786) (1,908,134) (1,186,616) 
Share capital 100 100 100 100 
Accumulated loss (1,851,748) (2,254,886) (1,908,234) (1,186,716) 
NON-CURRENT LIABILITIES     
Long-term borrowings 448,214 499,946 88,884 1,622,967 
CURRENT LIABILITIES 1,922,671 2,899,143 3,106,126 919,881 
Trade and other receivables 1,755,310 2,721,240 2,904,896 809,415 
Current portion of long-term     
Borrowing - - 65,967 50,480 
Value added taxation - - 135,263 - 
Bank overdraft 167,361 177,903 - 59,986 
TOTAL EQUITY AND LIABILITIES 519,237 1,144,303 1,286,876 1,356,232 
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COMPANY B (PROPRIETARY) LIMITED 
STATEMENT OF COMPREHENSIVE INCOME 
for the year ended 28 February 
 Year 4 Year 3 Year 2 Year 1 
 2010 2009 2008 2007 
 R R R R 
REVENUE 5,634,431 7,170,586 8,068,668 7,631,794 
COST OF SALES 4,704,931 5,809,620 6,648,020 6,508,218 
Opening inventory 223,046 227,930 188,550 385,830 
Purchases 4,544,275 5,804,736 6,687,400 6,310,938 
Closing inventory (62,390) (223,046) (227,930) (188,500) 
GROSS PROFIT 929,500 1,360,966 1,420,648 1,123,576 
OTHER INCOME 1,160,541 63,352 6,734 33,863 
Bad debts recovered 4,394 2,846 6,734 8,955 
Discount received 1,896 60,506 - 24,908 
Sundry income 1,154,251 - - - 
TOTAL INCOME 2,090,041 1,424,318 1,427,382 1,157,439 
EXPENDITURE (Page 86) 1,686,903 1,770,970 2,148,900 2,352,461 
NET PROFIT (LOSS) FOR THE      
YEAR 403,138 (346,652) (721,518) (1,195,022) 
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COMPANY B (PROPRIETARY) LIMITED 
STATEMENT OF COMPREHENSIVE INCOME 
for the year ended 28 February 
 Year 4 Year 3 Year 2 Year 1 
 2010 2009 2008 2007 
 R R R R 
EXPENDITURE     
Accounting fees 11,048 7,780 7,020 9,126 
Administrative fees - - 5,305 - 
Advertising 18,739 34,083 10,614 43,684 
Bad debts - 13,739 160,706 7,490 
Bank charges 11,275 11,908 71,975 26,021 
Computer expenses 4,753 6,212 2,155 5,279 
Consumables (8,379) 4,876 2,995 1,808 
Depreciation 291 22,705 45,119 45,173 
Discount allowed 22,320 33,367 42,290 44,243 
Donations 1,650 1,240 - 600 
Electricity and water 13,340 12,955 16,796 14,669 
Entertainment 4,096 2,836 5,800 18,920 
General expenses 7,494 9,774 - - 
Gifts 2,387 5,570 6,829 12,170 
Insurance 90,151 111,391 45,006 40,914 
Interest paid 115,172 67,347 32,140 212,091 
Legal expenses 836 5,829 - - 
Loss on disposal of property, plant and     
Equipment - 89,603 - - 
Medical expenses 430 - 1,114 2,955 
Motor vehicle expenses 247,448 247,699 219,494 180,398 
Printing and stationary 11,818 11,252 9,598 8,081 
Protective clothing 179 1,910 - 361 
Regional services council levies - - - 7,976 
Rent – equipment 70,194 - - - 
Rent – premises 170,789 180,789 193,500 306,882 
Repairs and maintenance 9,138 3,475 20,399 17,924 
Salaries – directors 299,485 334,870 403,433 381,590 
Salaries – staff 497,370 470,686 723,233 852,050 
Staff welfare 16,110 17,468 11,052 11,310 
Subscriptions 5,900 1,900 - 269 
Telephone and postage 59,486 61,427 60,243 52,628 
Transport and freight 3,383 8,538 25,673 27,392 
Travel – local - 2,741 26,408 20,457 
 1,686,903 1,770,970 2,148,900 2,352,461 
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COMPANY B (PROPRIETARY) LIMITED 
STATEMENT OF CASH FLOWS 
for the year ended 28 February 
 Year 4 Year 3 Year 2 Year 1 
 2010 2009 2008 2007 
 R R R R 
NET CASH (OUTFLOW) INFLOW     
FROM OPERATING ACTIVITIES (117,073) (535,935) 1,828,246 (1,047,419) 
Operating profit (loss) before taxation 403,138 (346,652) (721,518) (1,195,022) 
Adjustments 115,463 179,655 77,259 257,264 
     Depreciation 291 22,705 45,119 45,173 
     Interest paid     115,172 67,347 32,140 212,091 
     Loss on disposal of property, plant     
     and equipment - 89,603 - - 
Operating profit before working capital     
Adjustments 518,601 (166,997) (644,259) (937,758) 
Working capital changes (522,198) (304,984) 2,506,342 109,214 
     (Increase) decrease in trade and other     
     Receivables 283,076 9,050 296,320 (434,694) 
     Increase (decrease) in trade and other     
     Payables (965,930) (318,919) 2,230,744 365,287 
     Decrease (increase) in inventories 160,656 4,885 (20,722) 178,621 
Cash generated from operations (3,597) (471,981) 1,862,083 (828,544) 
Interest paid (115,172) (67,347) (32,140) (212,091) 
Taxation paid (refunded) 1,696 3,393 (1,697) (6,784) 
NET CASH INFLOW (OUTFLOW)     
FROM INVESTING ACTIVITIES 179,347 (137,284) (99,443) (80,781) 
Additions to property, plant and equipment (141,000) - - - 
Proceeds from redemption of investments 320,347 60,120 23,500 2,839 
Purchase of investment - (197,404) (122,943) (83,620) 
NET CASH (OUTFLOW) INFLOW FROM     
FINANCING ACTIVITIES (51,732) 345,095 (1,518,596) 1,001,575 
Proceeds from long-term borrowings - 450,170 59,686 1,052,756 
Repayment of long-term borrowings (51,732) (105,075) (1,578,282) (51,181) 
INCREASE (DECREASE) IN CASH AND     
CASH EQUIVALENTS 10,542 (328,124) 210,207 (126,625) 
CASH AND CASH EQUIVALENTS AT     
BEGINNING OF YEAR (177,903) 150,221 (59,986) 66,639 
CASH AND CASH EQUIVALENTS AT     
END OF THE YEAR (167,361) (177,903) 150,221 (59,986) 
 
 
 
 
 
 
 
 
